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One of the most significant events for any business enterprise
occurs when it undertakes the initial offering and sale of its securi-
ties to the public investment community. A financing effort of this
type, commonly referred to as an "initial public offering" or "IPO,"
has been the subject of any number of books and articles which
focus upon one or more of the major aspects of the regulatory
framework that underlies and, in large part, defines the "market-
ing",) process involved in this type of transaction. This article rec-
ognizes the existence of this regulatory environment and posits a
few suggestions as to how the day-to-day practice of strategic busi-
ness planning can be used by an issuer involved in the "high tech-
nology" area2 and its professional advisors, legal and otherwise, in
satisfying the legal disclosure obligations that arise in the course of
an IPO while effectively marketing the issuer to the investment
community.
The framework of strategic business planning is an unfamiliar,
yet appropriate, part of the disclosure and marketing process for an
IPO. In order to understand its application, it is necessary to place
it within some of the broader regulatory considerations that exist
with respect to any public offering of securities. Accordingly, this
article is organized as follows:
1. The next section is devoted to a discussion of the regula-
tory environment for an IPO, particularly the registration
framework of Section 5 of the Federal Securities Act of
1. "Marketing" is to be distinguished from "selling" in the context of this article. As
noted below, the federal securities laws impose a number of strict restrictions upon the man-
ner in which the selling effort is to be conducted in an IPO. In this article, marketing takes
on a more strategic role and focuses upon the issuer's intentions in the market (i.e., the invest-
ment community to which it is offering its securities) and the marketing strategy which it will
use in drafting the required disclosure documents (Le., the statutory prospectus, as referred to
below) to differentiate its own unique strategic advantages in order to achieve success for the
offering.
2. While an effort will be made to present illustrations that reflect the author's experi-
ence with companies involved in industries which are typically associated with "high technol-
ogy" (eg., computers, software, biotechnology and telecommunications), the lessons in the
article are intended to be useful to any issuer which has experienced growth through the use
of venture capital and other private placement equity and debt capital.
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1933, as amended (the "Securities Act"). Section 5 covers
two important parts of the IPO process: the manner in
which the offering can be conducted and the content of the
information to be supplied to the investment community.
2. Satisfying the disclosure requirements of Section 5 does
not necessarily mean that the information is conveyed to
the investment community in a manner that assures the
success of the offering. Accordingly, the third section de-
scribes the IPO marketplace: the characteristics of issuers
who have successfully completed the IPO process. Knowl-
edge of these various "success factors" will allow the issuer
to focus the tone of its regulatory disclosures in a manner
which meets the "needs" of the IPO customer base: the
investment community.
3. Disclosure of any kind requires information regarding the
issuer, its managers, its customers, its competitors and the
broader environment in which each of those groups must
operate. Accordingly, the fourth section briefly covers the
process of "understanding" the issuer and the due dili-
gence investigation which is such an important part of an
IPO.
4. The fifth section describes how the information regarding
the issuer can be analyzed, using a strategic business plan-
ning framework similar to that used by the issuer in its
day-to-day business operations, in order to identify the is-
suer's strategic advantages in a manner that facilitates
their use in the IPO disclosure documents.
5. The sixth section illustrates three important areas where
disclosure and marketing can co-exist: the discussion in
the prospectus of the issuer's business, customers and com-
petitors; the discussion in the prospectus of the risk factors
associated with the issuer and the offering; and the Man-
agement's Discussion and Analysis of Financial Condition
and Results of Operations, or "MD&A", which is that
portion of the discussion in the prospectus of the issuer's
financial condition and prospects which provides the great-
est opportunity for highlighting its strengths and
aspirations.
6. The final section posits a few closing thoughts upon the
role of marketing and strategic planning in the IPO pro-
cess and sets forth some basic suggestions to issuers who
[Vol. 6200
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ultimately aspire to use an IPO as a future financing
vehicle.
II. THE REGULATORY ENVIRONMENT
A. The Registration Framework of Section 5 of the
Securities Act of 1933
There is no question that an IPO, as a financing transaction,
presents a great deal of regulatory complexity. Although each of
the states, as well as the regulatory and certification body of the
securities and investment banking industry in the United States,
have taken an interest in various aspects of the offer and sale of
securities, it is the registration process of the Securities Act that is
most evident to persons seeking to raise capital for a business enter-
prise through a securities offering. Fundamentally, unless an ex-
emption3 is available, Section 5 of the Securities Act prohibits
"offers" and "sales" of securities unless the registration process is
utilized. If the registration process is required, a registration state-
ment relating to the offering must be filed with the federal Securities
and Exchange Commission ("SEC") before any offer can legally be
made, and the registration statement must become "effective"
before any sale can legally be consummated.
The registration requirements of Section 5 govern the manner
in which the offer and sale of securities in an IPO is to be con-
ducted. Section 5(c) regulates activities of a prospective "issuer,"
defined in Section 2(4) of the Securities Act as any person who is-
sues or proposes to issue a security, prior to the filing of a registra-
tion statement with respect to the offered securities and relevant
transaction. While an issuer is permitted to engage in preliminary
negotiations with a prospective managing underwriter regarding the
3. Obviously, not every securities offering requires the filing of a registration state-
ment. The exemptions from Section 5 are set forth in Sections 3 and 4 of the Securities Act
and should be quite familiar to the high technology IPO candidate which has received ven-
ture capital funding prior to the time of the IPO. Section 3 exempts transactions in certain
securities from registration, and also contains exemptions for securities offered and sold in a
specified type of transaction (Le., the intrastate offering) which, in effect, supplement the
transactional exemptions of Section 4. Section 4(1) exempts transactions by any person other
than an "issuer," an "underwriter" or a "dealer" (Le., any person who acts as an agent,
broker or principal in the business of dealing or trading in securities). However, with respect
to dealer transactions, Section 4(3) and related Rule 174 provides an exemption from the
registration requirements, other than transactions which occur during a specified period of
time (4e., 25 or 90 days, depending on the circumstances) following an IPO. Finally, Sections
4(2), 4(6) and Regulation D, as well as other rules promulgated pursuant to Section 3 of the
Securities Act, contain a number of exemptions for issuer transactions which do not involve
any public offering (Le., a so-called "private placement").
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offering4, it is generally the case that no activities can occur during
this "prefiling" period which might constitute an "offer to sell."5
Accordingly, no prospective purchasers can be contacted, lest an
offer be made, no written materials that might be deemed to be an
illegal prospectus6 can be circulated to the investment community,
and things such as press releases, press conferences and publicity
campaigns should be avoided if they would have the effect of stimu-
lating or conditioning the market for the offering.7
Offering activities may begin in earnest once the registration
statement has been filed with the SEC. As the issuer and its profes-
sional advisors await comments from the SEC and the other regu-
latory agencies on the registration statement during this "waiting
period," Section 5(b)(1) will permit oral offers and offers made
through a prospectus which meets the requirements of Section 10
of the Securities Act, the form of which is included as an integral
part of the registration statement. However, no additional written
sales materials,8 so-called "free-writing," may be used until after the
4. Section 2(3) of the Securities Act specifically excludes from the definition of the
term "offer," as used in Section 5(c) of the Securities Act, "preliminary negotiations" between
an issuer (or any controlling person of the issuer) proposing to offer securities and any under-
writer or among underwriters "who are or are to be in privity of contract with the issuer [or
controlling person]."
5. Section 2(3) of the Securities Act defines "offer to sell" to "include every attempt or
offer to dispose of, or solicitation of an offer to buy, a security or interest in a security, for
value." See generally the following SEC Releases concerning communications by a regis-
trant: Nos. 33-3844 (October 8, 1957), 33-5180 (August 16, 1971), 33-5929 (May 5, 1978),
and the following SEC Releases regarding communications by a broker-dealer: Nos. 33-5697
(May 28, 1964), 33-6492 (October 5, 1983) and 33-6550 (September 19, 1984).
6. Section 2(10) of the Securities Act provides that "the term 'prospectus' means any
prospectus, notice, circular, advertisement, letter or communication, written or by radio or
television, which offers any security for sale or confirms the sale of any security." As noted
below, Section 2(10) itself contains an exception from the term "prospectus" for certain "free-
writing" materials, and various other exceptions have been promulgated under Rules 134 and
135 adopted by the SEC.
7. An issuer may continue, in the normal course of its business, to disclose factual
information in public reports and announcements without any mention of the proposed offer-
ing. However, it is often difficult to distinguish between factual information and selling docu-
mentation and it has been noted that the legality of a communication or publication will be
analyzed in light of "the nature and content of the publication, the scope of the distribution of
the publication, the length of time between the dates of publication and the subsequent filing
of the registration statement, and the relationship of the issuer to the person responsible for
the publication." See Orrick, Some Observations on the Administration ofthe Securities Laws,
42 MiNN. L. REv. 25, 38 (1957). Another significant factor in close cases is the past practice
of the issuer, since the SEC is more inclined to take a "no-action" position regarding a given
public relations activity during the prefiling period upon a showing that a specific form of
communication had been utilized by the issuer prior to commencement of the IPO.
8. As is the case during the prefiling period, each "communication" during the waiting
period will be reviewed in order to determine whether or not it constitutes a "prospectus." If
the communication is considered to be a prospectus, and it does not meet the requirements of
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registration statement has been declared effective by the SEC, and
only then when preceded by or accompanied with a final prospectus
meeting the requirements of Section 10(a) of the Securities Act.9
Accordingly, the prospectus is the primary marketing tool for the
IPO until the registration statement has become effective. 10
B. Regulatory Disclosure Requirements
The specific disclosure requirements of Section 5 are imple-
mented by the provisions of Regulations C", S-K 12 and S-X,' 3 as
Section 10 of the Securities Act, then the restrictions of Section 5(b)(1) will have been
violated.
9. Section 2(10) of the Securities Act excepts from the definition of "prospectus" any
communication sent or given after the effective date of the registration statement if it is
proved that prior to or simultaneously with such communication a written final prospectus
meeting the requirements of Section 10(a) was sent or given to the recipient. Under this
exception, supplemental sales literature, the so-called "free-writing," can be given to a poten-
tial investor provided that it is accompanied or preceded by the final prospectus.
10. Obviously, the preliminary prospectus can, and will, be supplemented during the
waiting period by oral presentations by broker-dealers to prospective retail and institutional
customers. Similarly, members of the issuer's management team will make oral statements
in the course of "road show" presentations to various institutional investors. However, the
content of these oral presentations should not deviate substantially from information regard-
ing the issuer presented in the prospectus, since all material information must be included
therein.
11. Promulgated under the Securities Act, Rules 400 to 494 of Regulation C set forth
the various procedural guidelines relating to the preparation of Securities Act registration
statements, including requirements relating to the number of copies to fie, the size of paper,
the size of type, the preparation of requests for confidential treatment, the preparation and
filing of amendments and making the registration statement effective.
12. Regulation S-K sets forth the "Standard Instructions for Filing Forms Under Se-
curities Act of 1933, Securities Exchange Act of 1934 and Energy Policy and Conservation
Act of 1975." Item 10(a) of Regulation S-K makes it clear that "this part (together with the
General Rules and Regulations under the Securities Act of 1933, .. . the Interpretative Re-
leases under [the Securities and Exchange Acts] ... and the forms under [the Securities and
Exchange Acts] states the requirements applicable to the content of the nonfinancial state-
ment portion of. . . (1) Registration statements under the Securities Act... to the extent
provided in the forms to be used for registration under such Act .. "
13. Regulation S-X sets forth the requirements with respect to the form and content of
the financial statements to be filed with the SEC in connection with all filings under the
Securities Act, proxy and information statements filed under Section 14 of the Exchange Act,
registration statements filed under Section 12 of the Exchange Act, reports filed under Sec-
tion 13 or 15(d) of the Exchange Act, and registration statements and shareholder reports
filed under the Investment Company Act of 1940, and the Public Utility Holding Company
Act of 1935. The term "financial statements" is defined to encompass the basic financial
statements and the related footnotes and schedules thereto. The requirements of Regulation
S-X are intended to be in addition to, and not in lieu of, the procedures of "generally accepted
accounting principles," and are supplemented by other requirements found in various provi-
sions of Regulation S-K, as well as the SEC's Financial Reporting Releases and Staff Ac-
counting Bulletins ("SABs") which contain opinions regarding major accounting questions,
administrative interpretations and policies with respect to financial statements and other mat-
ters of importance to registrants and their independent accountants.
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promulgated under the Securities Act, and the applicable registra-
tion form which, in the case of an IPO by a domestic issuer, is either
Form S-1 or Form S-18. Moreover, due consideration must be paid
to the broad disclosure requirements set forth in Sections 11, 12 and
17 under the Securities Act, and Rule lOb-5 promulgated under the
Exchange Act, which collectively require that all material informa-
tion be included in the prospectus, whether or not specifically pre-
scribed by any item on the specific registration form. In addition,
other information may be required by the National Association of
Securities Dealers, Inc. ("NASD") and the various state securities
or "Blue Sky" administrators.
On their face, the disclosure requirements of the registration
process are relatively uniform; however, depending upon the con-
text, regulators may focus upon different aspects of the disclosure
regarding the issuer and the terms of the offering. For example,
while the SEC is primarily concerned with the accuracy and
breadth of the issuer's disclosure in the prospectus, the NASD will
examine the underwriting arrangements and compensation and
other aspects of the proposed distribution.14 Moreover, "full disclo-
sure" alone will not necessarily satisfy the requirements of the ad-
ministration of the Blue Sky laws in those states which conduct a
"merit" review covering a number of items relating to the actual
terms of the offering and the historical relationships amongst vari-
ous company insiders.15
Regulation S-K is the core of the informational requirements
of the SEC's integrated disclosure system16 and includes nine parts,
14. See the NASD's Interpretations of Article III, Section 1 of the NASD's Rules of
Fair Practice relating to various aspects of the underwriters' compensation and arrangements
(Le., the "Review of Corporate Financing"), which appears in NASD Manual (CCH)
2151.02, and "Free-Riding and Withholding," which appears at N,4SD Manual (CCH)
2151.06.
15. For example, merit review states will scrutinize the percentage of the issuer's capital
that has been contributed by members of the founding or promoting group (Le., the "promot-
ers' equity" issue), the prices at which outstanding securities have previously been issued to
insiders and the relationship of those prices to the IPO price (Le., the "promoters' stock"
issue), loans and other relationships between insiders and the issuer, the level of selling ex-
penses in the offering, the amount of the IPO price and the dilution to be sustained by new
public shareholders, and a variety of other issues relating to the issuer's charter and bylaw
provisions. The investigation required as part of the preparation of the issuer's IPO strategic
business plan should also permit the issuer to identify potential Blue Sky problems prior to
the filing of the documents with the state securities administrators. A recent survey of merit
regulation requirements can be found in Liebolt, "State Securities Registration Requirements:
Forms, Procedures, Requirements," in Blue Sky Laws 1989 at 481 (P.L.I. Course Handbook
Series No. 654, 1989); see also, Braisted, "Merit Regulation" in the same volume at 61.
16. In 1982, the SEC adopted a program of integrated disclosure that was intended to
reduce burdens on registrants while at the same time ensuring that security holders, investors
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of which seven are substantive. The first part,17 designated "Gen-
eral," explains the application of Regulation S-K and sets forth the
SEC's policy with respect to the use of projections.
The ninth part" includes a listing of industry guides. 19 The
remaining portions of Regulation S-K include specific disclosure re-
quirements in principal categories which are set forth below:
1. Securities Act Standardized Items (Items 501 through 510).
These items are common to Securities Act registrations on
Forms S-1-2-3 and Form S-18 and, together with the de-
scription of securities required by Item 202 of Regulation
S-K, generally must appear in each prospectus filed as part
of the aforementioned registration statement forms. How-
ever, the information pertaining to the expenses of the of-
fering,20 and certain specified undertakings relating to its
ongoing obligations to make future reports and disclosures
to its shareholders in accordance with the requirements of
the federal securities laws,2 need only appear in the regis-
tration statement and are not included in the prospectus
distributed to the investment community. These so-called
"Standard Items" relate to the content of the cover page,2 2
the inside front cover page, and the outside back cover
page of the prospectus.23 They include appropriate sum-
mary and risk factor sections,' a use of proceeds section,25
a dilution section,26 a description of the securities27 and
how the offering price was determined, 2 ratio of earnings
to fixed charges, 29 a description of the plan of distribu-
and other marketplace participants had access to meaningful and timely information with
regard to the issuer upon which they could base their own individual investment decisions.
See Release No. 33-6383 (March 3, 1982), [Transfer Binder- Accounting Series Releases]
Fed. See. L.Rep. (CCH) 72,328.
17. Regulation S-K, Item 10.
18. Regulation S-K, Item 800.
19. Regulation S-K, Item 801(b). The industry guides are those relating to electric or
gas utilities, oil and gas programs, real estate limited partnerships, bank holding companies,
and oil and gas operations of producing oil and gas companies.
20. Regulation S-K, Item 511.
21. Id. at Item 512.
22. Id. at Item 501.
23. Id. at Item 502.
24. Id. at Item 503.
25. Id. at Item 504.
26. Id. at Item 506.
27. Id. at Item 202.
28. Id. at Item 505.
29. Id. at Item 503(d).
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tion,3 ° information pertaining to selling security holders,31
if appropriate, and disclosures relating to and the interest
in the issuer of named experts and counsel.32 If the issuer
has not undertaken to submit the question of whether in-
demnification of officers and directors against liabilities
under the Securities Act is against public policy to a court
of competent jurisdiction, and if the indemnification provi-
sions have not been waived, the prospectus must disclose
that it is the SEC's position that these provisions are
against public policy.33
2. Description of Business, Properties and Legal Proceedings
(Items 101 through 103). These items include a description
of the issuer's business, a description of the issuer's proper-
ties, and a description of certain specified legal proceedings
relating to the issuer. As noted below, the description of
the issuer's business is intended to be extremely broad,
covering various aspects of the issuer's products and serv-
ices, customer base and research and development activi-
ties, as well as the competitive factors confronting the
issuer. The description should be carefully drafted to com-
ply with the applicable disclosure requirements, to provide
a "baseline" for future disclosures regarding developments
in the issuer's business, and should capture the specific
"strategic advantages" that will enhance the marketability
of the issuer and its securities.
3. Securities (Items 201 and 202). Pursuant to Item 202, each
issuer must supply a description of the securities being of-
fered, as well as any of its other outstanding securities of
the issuer. In addition, Item 201 requires the disclosure of
information regarding the market for, and dividends on,
common equity of the issuer. In the case of the IPO issuer,
such disclosure typically is limited to a statement that no
public market has previously existed for the offered securi-
ties and a description of the issuer's past and expected fu-
ture policies regarding the payment of dividends.
4. Financial Information (Items 301 through 304). Form S-1
requires the issuer to supply selected financial information;
the MD&A; and a description of any disagreements with
30. Id. at Item 508.
31. Id. at Item 507.
32. Id. at Item 509.
33. Id. at Item 510.
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its accountants during a specified period of time.
Although not applicable to "first-time" registrants (k.,
"IPOs"), Item 302 requires of other Form S-1 registrants
certain supplementary financial information.
5. Management and Certain Security Holders (Items 401
through 404). On Form S-1, issuers must provide certain
information regarding directors and executive officers, ex-
ecutive compensation, security ownership of management
and significant security holders, and certain relationships
and related transactions amongst the issuer and specified
persons who manage or otherwise control the issuer. As
noted below, matters concerning management composi-
tion, experience and compensation are of great importance
to prospective investors, although the disclosure in the
prospectus tends to be limited to the items specifically re-
quired by Regulation S-K.
6. Exhibits and Miscellaneous Items (Item 601 and Items 701
and 702). Item 601 lists the various Exhibits that must be
filed with the registration statement and which would be
available for review by the public, including members of
the investment community and competitors of the issuer.
Among the requirements of Item 601 is a description, as
well as actual disclosure, of the contents of each material
contract or agreement relating to the issuer's business or
the terms of the offering. The documents disclosed and de-
scribed in accordance with these requirements supplement
the requirements of Item 101 relating to the issuer's busi-
ness and operations. Due to the wide availability of these
documents, which often include sensitive and strategically
important information, consideration should be given to
the process for requesting "confidential treatment" of cer-
tain information fied as part of Exhibits under Rule 406 of
Regulation C. Item 701 relates to recent sales of unregis-
tered securities of the issuer. Item 702 relates to any ar-
rangement to insure or indemnify officers or directors
against liabilities.34 In addition, consents of experts must
34. Item 512(f) of Regulation S-K requires, among other things, that issuers that have
agreed to indemnify a director, an officer, or a controlling person against liabilities under the
Securities Act, and wish to have the effectiveness of its registration statement accelerated,
must include an undertaking that (1) acknowledges that the SEC regards those provisions to
be against public policy and (2) the registrant will not indemnify any person other than pay-
ment of the costs of a successful defense without submitting the issue of validity of those
indemnification provisions to a court of competent jurisdiction. As a general rule, the high
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be included as Exhibits to the registration statement.35
Whatever the regulatory context, the extensive disclo-
sure requirements in Regulation S-K are designed to insure
that the issuer prepares and organizes a wide range of his-
torical and prospective information regarding its business
and operations. However, as noted above, the prospectus
is also a "marketing tool," usually the issuer's first oppor-
tunity to describe and position itself and its business to the
broader business and investment community, including
not only the customers in the offering (i.e., the retail and
institutional purchasers of .the offered securities), but also
the analysts and industry specialists who are in a position
to positively influence the issuer's prospects and opportu-
nities, including the level of its share price in the IPO and
thereafter.
If the IPO prospectus is prepared properly, the issuer
is not only able to comply with its disclosure obligations,
but also able to make each of the specific sections a "show-
case" for its own particular "strengths" and strategic ad-
vantages. Moreover, the type and format of disclosure in
the IPO prospectus will become the basis for preparing fu-
ture disclosure documents under the Exchange Act and
the issuer's widely disseminated annual report. Accord-
ingly, it is quite important that the initial analysis of the
issuer's strategic advantages at the time of the IPO be
broad and thorough, and completed in a fashion which en-
ables the issuer and its counsel to quickly identify areas of
possible change during the period beyond the filing and ef-
fectiveness of the registration statement.36
technology IPO issuer and its underwriters will seek accelerated effectiveness when the mar-
keting effort is completed, and all of the SEC and other regulatory concerns have been
satisfied.
35. Experts named in the registration statement as having prepared or certified any part
of the registration statement or a report or evaluation for use in the registration statement
may incur certain liabilities under Section 11 of the Securities Act. Section 7 of the Securities
Act requires that the written consent of any of the persons so named be filed as part of the
registration statement. Consents must be dated and at least one copy of each consent must be
manually signed.
36. Due to the fact that the preliminary prospectus is widely disseminated within the
investment community during the waiting period, care must be taken to insure that any mate-
rial developments relating to the issuer are set forth in the final prospectus and that investors
have adequate time to absorb the new information prior to the actual sale of the securities. In
some instances, it may be necessary to "recirculate" the amended prospectus, thereby causing
a delay in the timing of the offering. See Rule 460 and Exchange Act Rule 15(c)2-8 regarding
recirculation. Accordingly, counsel should attempt to draft the prospectus in a manner that
[Vol. 6
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III. UNDERSTANDING THE IPO MARKETPLACE
A. Market Profile of the IPO Issuer
Before undertaking a detailed analysis of the issuer in the con-
text of the various regulatory disclosure requirements and the stra-
tegic planning framework, it is important to understand the
ultimate goal and objective of the transaction: the successful com-
pletion of the offer and sale of the securities to the investment com-
munity. Accordingly, this section focuses upon the IPO
marketplace and the characteristics of those issuers who have suc-
cessfully completed the IPO process. Knowledge of these "success
factors" will allow the issuer to focus the tone of its disclosures in
the prospectus in a manner which meets the needs and concerns of
the investment community.
Venture magazine publishes, on an annual basis, a survey of
"entrepreneurial" companies which have "gone public" during the
previous year. The study, published in April 198917 disclosed that
1,550 firm-commitment IPOs were completed in the three year pe-
riod ending on December 30, 1988, 732 of which were nonfinancial
companies whose IPOs raised $5 million or more. Of those 732
companies, Venture focused upon those companies founded in 1979
or later who had at least one of the original founders remaining as
part of the management team. Those companies were ranked from
1 to 100 based on the change in their market capitalization from the
date of their IPO to December 30, 1988.
This "IPO Fast-Track 100" included companies with market
capitalizations ranging from $34.9 million to $1.4 billion, and 46
companies had market capitalizations in excess of $100 million.
The size of the IPO ranged from $5 million to $67.5 million, with
the average size being $22.9 million and only 11 of the companies
raising less than $10 million in the IPO. Almost one-quarter of the
companies had done at least one subsequent public offering. Other
characteristics of the "100" were as follows:
1. Revenues in the most recent 12-month period ranged from
$20,000 to $1.5 billion; the median was $52.6 million.
2. 21 of the companies had net losses for the most recent 12-
month period.
3. Almost two-thirds of the companies were located in either
minimizes the potential need for recirculation and should caution management as to the con-
sequences that any material changes during the waiting period might have on the timing of
the offering.
37. See Venture, "The IPO Fast-Track," April 1989 at 25.
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California, Massachusetts or Texas. Over three-quarters
of the companies were engaged in one of six industries:
computers and related equipment (25), software develop-
ment and marketing (15), biotechnology (13), medical
products and services (10), semiconductors (8), and tele-
phone products and services (6).
4. 70 of the companies were backed by United States venture
capital companies. Nine venture capital companies in-
vested in five or more of the listed companies.
5. 58 of the companies were trading above their IPO price at
December 30, 1988. 16 underwriters had managed the
IPO for at least two of the companies, and 6 underwriters
managed five or more offerings (the aggregate number of
offerings managed by the 6 leading underwriters was 49).
6. Of the 74 companies for whom price-earnings ratios were
reported, five companies had ratios equal to or in excess of
25 and 15 companies had ratios of less than 10.
The foregoing profile contemplates a relatively sophisticated
IPO issuer, with experienced venture capital funding, significant
market interest as indicated by the proposed size of the IPO (e.g.,
$20 to $25 million), revenues in excess of $50 million per annum,
profitable, engaged in technology-driven industries with positive
prospects for future growth, and represented in a firm-commitment
underwriting by reputable and experienced investment bankers. As
described in further detail below, the presence of each of the afore-
mentioned characteristics will have a definite bearing on the man-
agement and completion of the IPO transaction.
Obviously, the companies chosen by Venture reflect a certain
portion of the entire spectrum of issuers who have entered the IPO
market. A different perspective on the topic is offered by a recent
report sponsored by the NASD which purports to be a study of the
economic impact of IPO's on the industrial competitiveness of the
United States."8 The study compared the performance of 426 NAS-
DAQ-listed companies that made IPO's from 1983 to 1985 and set
forth the following conclusions:
1. Industry employment by IPO firms increased at a rate of
38. See "The Economic Impact of IPOs on U.S. Industrial Competitiveness," a study
supported by the NASD and authored by Glenn Yago and Jeff Tanenbaum of the W. Averell
Harriman School for Management and Policy at the State University of New York
(Stonybrook). The study was released by the NASD on December 11, 1989 and was summa-
rized in an NASD news release entitled "Study Finds IPO Companies' Corporate Perform-
ance Superior to Industry Norms." Interestingly, the NASD itself noted that 85% of all
IPOs brought to market during the past five years have been listed on NASDAQ.
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30% per annum while employment at other public compa-
nies in the same industry decreased at an average rate of
6.5%. Companies in the services sector showed the most
significant differential in new employment growth.
2. Sales at IPO firms grew at an average annual rate of
34.5%, compared with 9.4% for the industry as a whole.
Note that this differential may be primarily a function of
the relative developmental stages of the issuers and does
not posit a conclusion as to whether or not the growth rate
achieved by the IPO firms was sustainable or in line with
expectations of the investment community, which has his-
torically looked for growth rates of 50% per annum or
higher. Sales per employee at IPO firms grew at an annual
rate of 15.8%, versus 6.2% for all companies.
3. IPO firms increased their invested capital at an average an-
nual rate of 51.8%, or more than seven times the industry
average of 7.2%. Similar differentials were apparent with
respect to increases in capital spending (62.7% to 6.0%),
working capital (71.8% to 4.3%), net fixed assets (52.8%
to 9.6%) and total assets (37.3% to 11.6%).
The study concluded that the "performance measures strongly
suggest that the capital obtained through initial public offerings is
an essential factor enabling these companies to outperform their in-
dustries and to maximize their competitiveness." For purposes of
this discussion, the more important information lies in the measures
of growth and expansion derived from the performance of the IPO
firms themselves. It would appear that a competitive IPO candidate
must comfortably anticipate increases in such significant measures
as sales, employment, capital investment and working assets which
are similar to those achieved by their predecessors identified in the
study and that the issuer's plans and expectations with respect to
each of those factors should be thoroughly discussed in the disclo-
sure documents and marketing presentations.
B. Considerations Regarding Pricing of the IPO
Pricing of the offering is an issue which arises several times-
during the preparation of the disclosure documents and the mar-
keting of the securities. First, an estimate of the offering price is
usually discussed during the preliminary negotiations between the
managing underwriter and the issuer although such estimates can
hardly be considered a "promise" of the eventual IPO price. Sec-
ond, the preliminary prospectus, when filed with the SEC six to
1991]
COMPUTER & NIGH TECHNOLOGYLOWJOURNAL
eight weeks before the proposed offering date, contains a range
within which it is expected that the offering will be made. This
range forms the basis for the managing underwriter's marketing ef-
forts during the "waiting" period. Finally, a final pricing meeting,
involving the managing underwriter and representatives of the is-
suer, occurs immediately prior to the execution of the underwriting
agreement on the eve of the offering.
While it is certainly true that each issuer brings to the market-
place its own unique strengths and characteristics, underwriters will
make their initial pricing decision on the basis of a handful of some-
what objective measures. The primary components in this "pric-
ing" decision with respect to an IPO seem to be the following:
Value of "Comparable" Issuers. Most underwriters base their
initial valuation of the issuer on a comparison of various financial
measures of "comparable" publicly traded companies in the issuer's
industry with similar size, growth, and earnings characteristics.
For companies with an established earnings history and significant
tangible assets, this means a comparison of reported pretax earn-
ings, book values, revenues and cash flow. 39 The managing under-
writer applies to these measures a predetermined multiplier, such as
a price/earnings ratio, based on an analysis of other publicly traded
companies. Care is also taken to carefully scrutinize asset valua-
tions in order to properly reflect current market conditions and re-
placement values.
Projected Earnings. In the case of high technology or other
highly "volatile" companies without a steady private earnings his-
tory, valuations are based not only on past history, but also upon
projected earnings. These projected earnings are often based on
questionable assumptions of growth rates in excess of 50% per year
and on the ability of the issuer to earn extremely high profit margins
due to the unique nature of their "cutting-edge" products. As a
result, it is not unheard of for an issuer to be valued at 20 to 25
times its projected earnings for the coming year, or at three to five
times its projected revenues for that same period. Given the tremen-
dous "leverage" in these assumptions, it is little wonder that new
issues often are perceived as far too risky and certain investors pre-
39. Often these measures are calculated on an annualized "rolling" basis to take into
account developments over the period that the registration statement is prepared and the
offering is marketed. The advantage of this method is that the issuer will be rewarded for an
ongoing trend of upward, improving performance; however, any "break" in the trend may
work against the issuer's efforts to secure a higher offering price. Upward trends must be
closely analyzed and should be supported by a reasonable expectation that future measure-
ment levels will not "flatten" or decline immediately following the offering.
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fer to await further developments and purchase shares in the after
market.40
Terms of the Offering. Apart from pricing, investors also ex-
amine other aspects of the offering such as whether or not the offer-
ing is large enough to insure sufficient after market "float," the ratio
of debt to market capitalization, the book value dilution to be suf-
fered by the new investors and the increase in value being provided
to existing investors, the percentage of shares being sold in the offer-
ing which are being offered by existing shareholders, the degree of
"overhang" with respect to shares that may be sold in the future by
existing shareholders, underwriter warrants and other compensa-
tion, and any special rights granted to new investors with respect to
antidilution protection and the like.4 ' Although somewhat more
difficult to ascertain, the identity of other new investors, such as
mutual and pension funds or insurance companies, may provide a
useful indication of after market activity in the securities.
Supply and Demand. While "comparables" are useful in deter-
mining the initial range of prices within which it might be expected
that a new issue could be successfully distributed, it is ultimately
the demand for the issue that is the most important determinant of
the price. Each potential investor makes his own assessment of the
issuer based on his review of the issuer's history and prospects as set
forth in the preliminary prospectus and in discussions during the
waiting period. Based on that analysis, purchasers will advise the
managing underwriter as to the number of shares of the new issue
that they would be willing to purchase at a given price.
40. Companies without the requisite history of revenues and earnings are still able to go
public if they have reached a point in their development where most of the technological,
manufacturing and marketing risks have been reduced and a higher valuation is deserved
based upon the anticipation of future profitability. Paradoxically, the higher valuations make
such a company less attractive for further venture capital investing, since the venture capital-
ists would be unable to attain the return on their investment that is usually required to fulfill
their own portfolio objectives.
41. It is generally believed that a minimum of 300,000 to 400,000 shares is necessary in
the public "float" to support a national distribution and active trading market for the securi-
ties of an IPO issuer. As for price level, every effort is made to set the IPO price no lower
than $10.00 per share, although if the size of the offering is smaller it may be more beneficial
to set the IPO price below $10.00 rather than reduce the number of shares offered to less than
400,000. It is important to remember that sufficient "float" may be achieved by including
shares from existing shareholders in a secondary distribution as part of the IPO, particularly
if the desired proceeds to the issuer from the offering would not support the required breadth
of distribution in a primary offering. While pricing levels are largely "artificial," and often
attained through stock recapitalizations (Le., stock splits or reverse stock splits) prior to the
IPO, they do address psychological barriers that many investors have regarding offerings
priced below $10.00 or, in some cases, $5.00. As a result of the foregoing, underwriters will
often limit their interest to offerings where the aggregate offering price is at least $5,000,000.
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Underwriters tend to judge the quality of demand as a function
of the ratio between the number of shares to be offered and the
number of anticipated orders for such shares within the IPO price
range specified in the preliminary prospectus. Due to the expecta-
tion that a certain number of orders will not actually materialize,
underwriters feel comfortable with pricing an offering within the
original range when orders are two to three times greater than the
number of shares being offered. If orders exceed the number of of-
fered shares by as much as six times, the offering size may be ex-
panded and/or the price raised to accommodate the level of
demand. Conversely, low levels of demand will compel underwrit-
ers to lower the price or reduce the size of the offering.
Once the managing underwriter has an idea of the offering size
and price which might be acceptable to potential purchasers, they
usually discount the valuation to guard against the risk that new
investors might be disappointed by the failure of the price of the
offered securities to appreciate from the IPO price during the first
few months following the completion of the offering. As such, man-
aging underwriters attempt to price most new issues so that they
will rise 10 to 20% during the three to six month period immedi-
ately following the offering and the offering price will usually reflect
anywhere from a 5% to a 20% discount from comparable stocks,
with discounts being larger when institutions, who tend to be more
price sensitive, outnumber retail buyers in the group of initial
purchasers.
C. Characteristics of a "Suitable" IPO Candidate
The primary purpose of this article is to stress the need for an
issuer to focus upon its own unique strategic advantages in prepar-
ing for its IPO. However, it may be somewhat disconcerting for the
issuer to realize that sophisticated investors tend to look at a
number of other factors, some of which may seem to the issuer to be
out of its control by the time the IPO is to be undertaken. Time
after time, investors indicate the importance of such factors as past
financial performance and the pricing of the most recent round of
private equity financing, rather than recent product and strategic
breakthroughs that promise to make historical measures irrelevant
in anticipating the issuer's future prospects.
Like any marketing transaction, an IPO requires the skill and
experience of an appropriate "marketing specialist." In the context
of an IPO, this means the investment banking firm which serves as
the managing underwriter of the offering and brings to the process
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its ability to effectively analyze whether or not the investment com-
munity is likely to find the issuer to be "suitable" for a successful
underwritten public offering of its securities. Experience has shown
that one or more of the following factors, generally presented in
order of prominence, tend to drive the assessment of the investment
community regarding a new issue:
Past Financial Performance. As noted above, underwriters and
investors both tend to base their initial valuation of the issuer on a
comparison of various financial measures of "comparable" publicly
traded companies in the issuer's industry with similar size, growth
and earnings characteristics. It appears that investors look for mul-
tiple quarters of profitability (or decreasing levels of losses) and a
level of gross margin high enough to sustain growth yet low enough
to dissuade excessive future competition,4' annual growth rates in
excess of 30% per annum and a level of annual revenues in excess of
$50 million, although in some cases investors may settle for a rea-
sonable expectation that revenues will reach an appropriate level in
the near future.
Management. For many investors, the issuer's products and
technology are far less important than the breadth and quality of
the management team, particularly when the officers and directors
have experience in successfully building a larger and more diversi-
fied company out of an, issuer who has yet to develop a line of prod-
ucts, or when the success of the issuer's strategic business plan
depends upon key management decisions in the future. In particu-
lar, attention is paid to management incentives, through stock own-
ership and cash compensation, to assess the issuer's ability to
compete with comparable companies in order to recruit and moti-
vate capable managers. Also, the relative absence of prior manage-
ment changes are taken as indicators of stability and provide
investors with comfort that the issuer will be able to weather any
future competitive or operational problems.
Managing Underwriter. The reputation and record of the man-
42. Financial information regarding the issuer is set forth in summary fashion in the
front part of the prospectus as well as in the audited financial statements required by Regula-
tions S-K and S-X. In addition to the financial statements, care must be taken in the prepara-
tion of footnotes to the financial statements as well as in the drafting of the narrative
description contained in the "MD&A." Shareholder litigation in the context of poorly per-
forming IPOs often centers around allegations that the issuer "massaged" financial state-
ments prior to the offering. For example, it has been argued that companies record orders
not yet backed up by contracts as sales, or book orders as sales when liberal payment terms
suggest that the agreements are really a form of lease. Also, financial statements may over-
state inventories, inflate their values, or fail to disclose the diminished values of obsolete
inventories or equipment.
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aging underwriter is a most important consideration in the pur-
chaser's decision to participate in an IPO. Due to its position, and
potential liabilities under the securities laws, the managing under-
writer should have had the opportunity to closely and carefully
study and analyze all aspects of the issuer's business prior to the
offering. As such, the success of any one particular offering may
depend, in large part, on the issuer's ability to retain the services of
a managing underwriter significantly experienced with companies in
the same or similar fields.
Business of the Issuer. For all of the care taken in determining
the appropriate strategy for the issuer's business, many investors
give only passing attention to understanding the underlying com-
petitive components of the industry in which the issuer is involved.
Each investor quickly scans the brief description of the issuer's busi-
ness contained in the front part of the preliminary prospectus look-
ing, primarily, for an indication that the issuer may occupy a
leadership position in an industry or market which can support
rapid and impressive levels of growth. Accordingly, great care is
taken in drafting these few paragraphs in order to retain the inves-
tor's interest in the offering. It is only thereafter that an investor
will seek, and expect, answers to the following questions in the
prospectus:
1. How profitable is the issuer's industry and how large are
the industry's profit margins?"3 What trends are develop-
ing in the particular sector of the industry in which the
issuer is competing, and who are or might become the is-
suer's major competitors? For example, is there an "indus-
try standard" which stabilizes the basis for competition, or
are the technology and product characteristics still
developing?
2. Is the issuer a significant factor within each of its selected
markets and on what basis, such as proprietary technol-
ogy, does the issuer seek to compete? What is the issuer's
reputation amongst customers, suppliers, competitors and
the general business community?
3. Is future earnings growth, if any, to be achieved through
43. There are periods in which the issuer's industry of concentration becomes one of the
most important considerations in the investor's decision to invest, as investors perceive a need
to get in on the "ground floor" of a given technology (eg., biotechnology) without regard to
the particular merits of the subject issuer. At other times, it is impossible for an issuer in a
given industry to successfully undertake an offering due to general distrust of the prospects of
the entire industry, often driven by the failure of only one or two particular issuers. As noted
above, six industries accounted for 77 of the "IPO Fast-Track 100."
[Vol. 6
SMTRTEGIC PLANNING ANAL YSIS
growth in market share or through growth in the overall
market? What are future expectations for the market and
how will they influence profit margins and the competitive-
ness of the issuer's present strategic advantages?" For ex-
ample, will the issuer need to develop new technology or
will it be sufficient to compete on its ability to effectively
manage advances in specific applications?
4. How are the proceeds of the offering to be utilized? Rather
than specifying "general corporate purposes," issuers are
often better advised to build a connection between the pur-
pose for the offering and the issuer's pursuit of its overall
goals and objectives. For example, if appropriate, the is-
suer should specify that proceeds will be applied toward
purchasing a plant, new equipment or for repayment of
debt (other than for redemption of shares held by current
shareholders). Many investors will shy away from offer-
ings intended for the purpose of acquisitions if they feel
that such transactions will significantly divert the attention
of management away from the issuer's current business.
Risk Factors. In response to regulatory prodding and increas-
ing exposure to potential shareholder litigation, issuer disclosure of
risk factors and related discussions in the MD&A have taken on
greater importance in recent years.45 Investors expect to see risk
factors, although the need to enumerate more than five or six spe-
cific risk factors may diminish the apparent marketability of the of-
fering. However, more important than the number of risk factors is
the disclosure contained therein. In particular, attention must be
paid to such things as the dependence of the issuer on the services of
one or a few key employees, the existence of any significant intellec-
tual property or antitrust litigation, the degree of competitive and/
or product development uncertainty which exists in the market-
44. Obviously, the most attractive IPO candidate is a company with solid growth po-
tential. Such growth potential should not only be a characteristic of the issuer, but it is also
helpful if the issuer is involved in an industry in which each of the potential competitors is
expected to enjoy significant growth appreciation in the years to come. Thus, the attractive-
ness of an IPO candidate to the investment community is the function of its own stage of
development, its own potential, the growth potential of its industry and the competitors
within its industry, and the business plans and earnings history of the issuer and its direct
competitors.
45. Items 501(c)(4) and 503(c) of Regulation S-K require that the issuer, if appropriate,
set forth on the page immediately following the cover page of the prospectus (or following the
summary, if included) under an appropriate caption, a discussion of the principal factors that
make the offering "speculative" or "one of high risk." The risk factors section should be
relatively brief and should cross-reference to other detailed discussions that appears in the
narrative description of the issuer's business.
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place, the dependence of the issuer upon one or more suppliers or
customers, high research or manufacturing costs, the effect of gov-
ernment regulation and the issuer's need for future financing to
fund fixed obligations or business expansion. 46
D. Prologue
The primary purpose of surveying the characteristics of a suita-
ble IPO candidate is to provide prospective issuers with an idea of
how its business and operations will be assessed by the investment
community. The issuer should be able, in the course of drafting the
prospectus, to highlight those items that correspond to the needs of
the investment community. Also, in those cases where the issuer
does not, for some reason, have one or more of the essential ele-
ments that appear to be present at the time of a successful IPO (e.g.,
profitability), the prospectus can be drafted in a manner which ex-
plains the reasons for the lack of profitability and suggests alterna-
tive forms of performance measurement which indicate the issuer
has met its established product development goals and objectives
and anticipates profitability on or before a specified future date.
Knowledge of the marketplace permits the issuer to properly
"position" itself such that its strengths and weaknesses are properly
explained to the investment community. Although the specific dis-
closure requirements imposed by Section 5 of the Securities Act are
quite broad, they do not specifically require that the issuer disclose
many of the items which appear to be important to the investment
community. Therefore, disclosure without regard to these investor
needs can be somewhat less than effective. Moreover, as described
below, marketing of some of these characteristics can, and should,
begin well in advance of the IPO in those circumstances where the
privately-held issuer may come into contact with segments of the
investment community.
46. In addition to the operational risks referred to above, risk factors typically include a
number of "transactional" risks, such as: the potential volatility of the share price of the
issuer's stock, the light trading market for the issuer's shares, the existence of a large "over-
hang" of previously issued but unregistered securities which might be sold into the market
after the offering upon satisfaction of certain conditions imposed by SEC Rules 144 and 701,
the existence of special relationships between the issuer and members of management or spec-
ified shareholders, the existence of "antitakeover" provisions in the issuer's charter docu-
ments and the ability of existing shareholders to continue to control the issuer after the
offering due to large shareholdings.
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IV. UNDERSTANDING THE ISSUER: THE DUE DILIGENCE
INVESTIGATION
Given the importance of properly positioning the issuer in the
eyes of the investment community prior to the IPO, a common un-
derstanding must be reached by management and their professional
advisors (Le., the managing underwriter and counsel for the issuer
and the underwriters) as to how the issuer is to be described in the
prospectus and during the various presentations to institutional in-
vestors. Such an understanding will ease the preparation of the de-
scription of the issuer's business in the prospectus47 and will also
permit proper identification and description of the major risks and
uncertainties that lie in the path of the issuer's future growth and
development.
At the commencement of the offering, each of the participants
will conduct their "due diligence" investigation regarding the issuer
in order to verify the accuracy of disclosures made to potential in-
vestors and to establish the "due diligence defense" against various
claims that may be brought under the federal securities laws by in-
vestors.4" Section 11 of the Securities Act contains an explicit due
diligence defense for persons other than the issuer and a similar
type of defense is also available under Section 12(2) of the Securities
Act.49 While Rule lOb-5 under the Exchange Act does not contain
an express due diligence defense, a plaintiff will usually attempt to
demonstrate "scienter" on the part of the defendant by introducing
evidence to the effect that the requisite due diligence was not under-
taken and properly completed.
A defendant in a securities action will seek to establish that its
"investigation" was "reasonable" and "independent," that it did not
have access to information which would have revealed the alleged
47. Item 101(a) of Regulation S-K requires a description of the general development of
the business of the issuer over the past five years or such shorter period that the issuer may
have been engaged in business. Item 101(c) of Regulation S-K requires a narrative descrip-
tion of the business done and intended to be done by the issuer and sets forth thirteen specific
items that, if applicable, should be addressed and discussed in the prospectus.
48. The issuer and the other parties to the registration process (Le., the issuer's officers
and directors, the underwriters, legal counsel, the accountants and other "experts" named in
the registration statement) are subject to liability under various sections of the Securities Act,
as well as under Rule 10b-5 of the Exchange Act, for material misstatements or omissions
made in the course of the registration and offering process.
49. Section 11 contains due diligence standard of "reasonable investigation" and Sec-
tion 12(2) utilizes a due diligence standard of "reasonable care." Case law indicates that the
standards are not identical, although there is some debate as to which standard is more strin-
gent. See Epstein, Reasonable Care in Section 12 of the Securities Act of 1933, 48 CHi. L.
REV. 372 (1982); and Kominsky, Analysis of the Securities Litigation of Section 12(2) and
How it Compares to Section 11, 13 Hous. L. REv. 231 (1976).
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misrepresentation or omission, and that the actual investigation it-
self was "complete." 1o The statutory standard of the prudent per-
son, as well as various judicial interpretations, make it clear that
IPO participants such as the underwriters cannot simply accept the
statements of the issuer without attempting to verify such state-
ments through their own independent efforts or with the assistance
of agents such as their counsel.
What constitutes "reasonable investigation" is subject to great
debate.51  Unfortunately, Rule 176, which was originally promul-
gated by the SEC with respect to determining what constituted a
"reasonable investigation" for purposes of Section 11,52 provides lit-
tle clear guidance as to the exact content and scope of a proper and
complete due diligence investigation. The SEC and the NASD have
attempted, in 1973 s3 and 1975, 54 to alleviate some of the uncer-
50. As noted by Judge Weinstein in Feit v. Leasco Data Processing Equipment Corp.,
332 F. Supp. 544 (E.D.N.Y. 1971): 'There is little judicial gloss on this defense." See Escott
v. Bar-Chris Construction Corp., 283 F. Supp. 643, 683 (S.D.N.Y. 1968); cf., Gilbert v.
Nixon, 429 F.2d 384, 357 (10th Cir. 1970) (Section 12(a)); Demarco v. Edens, 390 F.2d 836,
842-843 (2d Cir. 1968). In fact, Judge McLean's opinion in Bar-Chris is the only one we have
found which treats the subject at any length. The key to reasonable investigation as expressed
in that opinion is independent verification of the registration statement by reference to origi-
nal written records. "Judge McLean makes it plain that a completely independent and dupli-
cative investigation is not required but, rather, that the defendants were expected to examine
those documents which were readily available."
51. The topic of due diligence has not been the subject of a definitive treatise. However,
numerous articles are available on the subject. One of the best recent treatments of the topic
appears in Spanner, "A Litigation Perspective on the Prospectus Preparation Process for an
Initial Public Offering," in 16 SEc. REG. L.J. 115 (Summer 1988), which also includes a
number of annotations on the subject. Also, reference should be made to the two most nota-
ble cases on the subject: Escort v. Bar-Chris Construction Corp., 283 F. Supp. 643 (S.D.N.Y.
1968) and Leasco which contains a number of annotations to commentary on the Bar-Chris
case. Finally, with regard to due diligence procedures, see Sherman, "The Due Diligence
Defense" in Mechanics of Underwriting 1989, P.L.I. No. 629 (1989) and Seegal, "Due Dili-
gence Procedures in Initial Public Offerings" in How to Prepare An Initial Public Offering
1989, P.L.I. No. 656 (1989).
52. See SEC Rule 176 with respect to the "Circumstances Affecting the Determination
of What Constitutes Reasonable Investigation and Reasonable Grounds for Belief Under Sec-
tion 11 of the Securities Act," which was first proposed for adoption in SEC Release No. 33-
6335 (August 6, 1981).
53. In its Notice to Members 73-17 (March 14, 1973) the NASD proposed an amend-
ment to the NASD Rules which would have required every member firm engaged as a man-
aging underwriter in connection with any public offering to establish and maintain written
procedures to be followed by its personnel in the investigation of an issuer for which it pro-
posed to make a distribution of securities. The proposal enumerated sixteen areas of inquiry
which would be required to be included in the member's procedures although, according to
the NASD, these were intended merely to represent "minimum standards of inquiry." The
NASD's proposed areas for inquiry (excluding one lengthy item, Item 16, which related spe-
cifically to tax sheltered programs) were as follows:
"(1) Review by underwriters' counsel of the issuer's corporate charter, by-
laws, and corporate minutes;
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tainty in the area by proposing various due diligence procedure
(2) Examination of the audited and unaudited financial statements of the is-
suer, including footnotes, for the preceding ten year period or for the entire
period of the issuer's existence if less than ten years;
(3) Review of all changes in auditors by the issuer within the preceding ten
year period if applicable and the reasons therefor,
(4) Review, with the issuer's auditors, of the financial statements which will
appear in the prospectus or offering circular,
(5) Review of the issuer's budgets, budgeting procedures, and order/backlog
figures;
(6) Review of internal projects of the issuer, including the intended use of the
proceedings [sic] of the offering;
(7) Review of all pertinent marketing, scientific and/or engineering studies or
reports concerning the issuer or its products during the previous ten year pe-
riod or for the term of the issuer's existence if less than ten years;
(8) Consideration as to the necessity of third party review of appropriate por-
tions of the inquiry if the issuer is a promotional organization or engaged in
marketing high technology or previously unmarketed products;
(9) Investigation of the issuer's current and past relationships with banks,
creditors, suppliers, competitors and trade associations;
(10) Communication with key company officials and appropriate marketing
and operating personnel regarding the nature of the issuer's business and the
role of each of the above individuals in the business operation;
(11) Inspection of the issuer's property, plan and equipment;
(12) Examination of business protection devices and related data such as
trademarks, patents, copyrights and production obsolescence, among others;
(13) Review of available information with respect to the issuer's position
within its industry;
(14) Review of pertinent management techniques, organization of manage-
ment and the background of the management personnel of the issuer,
(15) Preparation and maintenance of memoranda pertaining to all meetings
and/or conversations regarding the issuer held during the member's perform-
ance by it of its obligation of adequate inquiry."
54. The 1973 NASD proposal received extensive adverse comment and, as such, was
never adopted. In 1975, the NASD announced its Proposed Statement of Policy of Board of
Governors concerning Due Diligence Requirements for Public Offerings of Securities in
NASD Notice to Members 75-33 (April 25, 1975). Rather than requiring by rule that under-
writers establish their own "due diligence standards," as had been the case in the 1973 pro-
posals, the 1975 Proposed Statement stressed the underwriter's responsibilities and liabilities
for compliance with the federal securities laws and emphasized the need for each member
firm to insure that an adequate due diligence investigation has been performed prior to partic-
ipating in the distribution. As to IPOs, the NASD asserted "that an underwriter's due dili-
gence responsibility is most important in initial offerings of speculative or promotional
issuers. Thus, a particularly thorough and intensive due diligence investigation is necessary
in connection with an offering of a company either in the developmental stage or a promo-
tional company engaged in marketing highly technical products particularly where such dis-
tribution is a first time offering." The NASD then offered the following suggestions as to due
diligence investigations:
Areas which appear to be covered at minimum in most due diligence investiga-
tions performed in connection with corporate offerings... include a review of
the issuer's corporate charter, by-laws and corporate minutes including execu-
tive committee minutes for at least the previous five (5) years (or for the entire
life of the issuer if it has been in existence a shorter period; or for even a longer
period than five years if circumstances dictate such) and a review of the issuer's
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guidelines. While these guidelines were never adopted, in part due
to widespread fears within the securities industry that the proce-
dures would be used to establish, rather than mitigate liability, they
do provide some useful instruction on the overall scope and content
of the due diligence investigation and should be supplemented by
the following additional procedures:
1. Carefully review each of the disclosure items listed for
Form S-1 to insure that answers have been obtained which
are sufficient to fully address the required disclosures.
2. Obtain and review all of the issuer's material contracts.
3. Review each of the issuer's financial statements (audited
and unaudited), business and operating plans, budgets,
forecasts, financial projections and similar materials and
questionnaires. Also, examine the issuer's financing and
business plan and its impact on, and consistency with, the
projected use of proceeds set forth in the registration
statement.
4. If practicable, sample selected correspondence files of the
issuer that relate to known areas of concern, as well as
those of the issuer's principal officers.
audited and unaudited financial statements, including footnotes, for at least the
same five (5) year or shorter or longer period commencing with the most recent
statement as well as an investigation of any changes in auditors within that
time period and the reasons therefor. Also, investigations involve a sampling
and examination of the issuer's chief products, major customers and suppliers
and an examination of any trademarks, patents, copyrights and similar devices
where such are material and utilized to protect the issuer's business. To the
extent necessary for the underwriter to verify material information furnished
by the issuer and/or to arrive at an understanding of the issuer's business,
investigations include a review of the issuer's current and past relationships
with banks, creditors, suppliers and trade associations. Most due diligence in-
vestigations also include communication by the underwriter with key company
officials and appropriate marketing and operating personnel regarding the na-
ture of the issuer's business and role of each of the above individuals as well as
an on site inspection, at least on a random sampling basis, by the underwriter
of the issuer's material or property, plant and equipment. Prior to completing
most due diligence investigations of promotional companies, underwriters may
want to consult with experts in the scientific and technological fields if the
underwriter feels it lacks sufficient capabilities to conduct a proper investiga-
tion on its own.
The 1975 Proposed Statement of Policy was not adopted. Various members of the securities
industry expressed concern that the opportunity for liability on the part of an underwriter
could be substantially increased if he failed to fulfill his own standards for due diligence
investigations. Also, the NASD was concerned that underwriters who fulfilled the required
due diligence procedures but nevertheless were held liable for failure to meet the due dili-
gence standards under the Securities Act could possibly attempt to recover against NASD.
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5. Have an officers' and directors' questionnaire completed
by each officer and director.
6. Review the prior issuances of all securities and the docu-
mentation relating thereto for the purpose of assuring
compliance with the securities laws. Review any prior
agreements to determine whether there may be outstand-
ing registration or first refusal rights and also examine any
representations and warranties made therein to prior
investors.
7. Review the response of issuer's counsel to prior requests of
the auditors.
8. Review files pertaining to pending or threatened litigation.
9. Review title opinions or title insurance policies relating to
principal real estate assets, and conduct an inspection of
the premises.
10. Examine all loan agreements to determine restrictions, if
any, on dividends or that might otherwise be relevant to
the offering or to the disclosure.
11. Review all employment contracts, employee benefit plans,
stock option, and SAR plans relevant to executive
compensation.
12. Review insurance policies, including those pertaining to
general liability.
13. Review government permits and governmental regula-
tions peculiarly applicable to the issuer (including envi-
ronmental regulation), and, to the extent necessary,
obtain expert advice (whether or not to be presented on
the authority of an expert) with respect to those regula-
tions and their impact on the issuer's business.
Experience indicates that the due diligence investigation
should consist not only of obtaining and reviewing basic documen-
tary information and conducting face-to-face interviews with repre-
sentatives of the issuer,5 but also should involve a number of
additional steps designed to familiarize the parties with the issuer's
55. Interviews should be conducted with key officials of the issuer, the issuer's account-
ants, suppliers and customers and other persons having useful information relating to the
issuer. Typically, the meeting following the organizational meeting will consist of an exten-
sive due diligence session at which each of the key officers and employees of the issuer is
separately interviewed. In those interviews, each officer will be asked to comment not only
on his own job functions, but upon the overall performance of the issuer and the competitive
environment in which it operates. If necessary, one or more "follow-up" sessions will be
scheduled and legal due diligence will be simultaneously conducted by counsel for the
underwriters.
1991] 223
COMPUTER & HIGH TECHNOLOGY MW JOUPNAL
business, industry and overall competitive environment. Among
these procedures would be a review of industry publications and
disclosure documents of companies engaged in the same or similar
lines of business,5 6 actual observations of the issuer's business oper-
ations and reports from consultants. Moreover, management itself
should provide the other parties with its own assessment of the key
measures, guides and controls which they believe are important to
monitoring and evaluating the issuer's performance,
The foregoing general listing implies a large and time-consum-
ing effort, but one that is necessary in order to truly understand the
issuer and its business. Although Rule 176 appears to draw distinc-
tions between the amount of due diligence that might be necessary
in a given offering, in reality it is most likely that officers, counsel
and the managing underwriter, at the very least, will undertake the
same type of due diligence investigation in every offering, regardless
of the exact terms of the offered security and the terms of the under-
writing engagement. Moreover, it is clear that in an IPO the onus
of full and complete investigation will fall squarely upon the shoul-
ders of all of the participants given the concerns of the SEC and the
marketplace regarding new and "untested" issuers.
V. PREPARING THE IPO STRATEGIC BusINEss PLAN
A. Introduction
The previous sections of this article have focused upon the var-
ious disclosure requirements imposed by the SEC and the other reg-
ulatory bodies which are active in the review of any IPO
transaction, the perceived needs of the investment community with
respect to purchasing the securities of an IPO issuer, and the "pro-
cess" of collecting information regarding the issuer for preparation
of the disclosure documents. In this section, we turn to a descrip-
tion of how the information might be used not only to satisfy the
disclosure requirements, but also to identify the unique strategic ad-
vantages of the issuer which can be the focus of marketing efforts in
the issuer's day-to-day business activities and in the financing trans-
action itself.
Experience has shown that an issuer's strategic advantages are
best identified at the time an IPO is being seriously considered
56. To find prospectuses of similar companies, a useful guide is the CCH Federal Secur-
ities Law Reporter, which contains a list of registrations by business categories. Investment
banking firms also may be a useful source for prospectuses of similar companies. Entire
registration statements can be obtained, by citing the appropriate file number, from the SEC's
public reference facilities or through commercial services.
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through the process of preparing a formal business plan. 7 This
plan can become the basis for drafting the prospectus, collecting the
information necessary to respond to the concerns of each of the reg-
ulators and for allowing each of the parties to satisfy their due dili-
gence obligations. The exercise of putting together such a business
plan is not directly intended to draft the prospectus, although pre-
sumably much of the contents thereof can easily be lifted from the
business plan.5 Instead, the interview and investigation process
57. Depending upon the circumstances, the issuer may have prepared an offering circu-
lar or private placement memorandum for use in connection with its capital raising activities
prior to the IPO. In many cases, the disclosures made in the private placement documents
will be similar to those required in the registration statement for the IPO, particularly since
Regulation D promulgated under the Securities Act may require the preparation of informa-
tion regarding the issuer that corresponds to the requirements of a Form S-18 registration
statement which, along with Form S-I, is available for use in an IPO. However, given that
the prospective investment "audience" for the private placement is assumed to consist of a
relatively small group of sophisticated investors, rather than the broader public investment
community, the analogies between the disclosures in the context of the private offering and
the public offering may be somewhat limited. In particular, sophisticated investors will typi-
cally receive, under cover of a contractual nondisclosure agreement, a variety of "soft infor-
mation," defined by Carl Schneider in "Soft Information - Counseling on Disclosure," 18th
Annual Institute on Securities Regulation, Vol. 2 at 31 (P.L.I. Course Handbook Series No.
544, 1986), to include nonfactual items dealing with reflections on managerial quality; predic-
tions and forecasts; opinions and beliefs; legal uncertainties; plans, proposals and negotia-
tions; and motives, purposes and subjective intentions. Also, in the context of private
placements to sophisticated investors, an issuer might provide long-term projections, market
strategies, customer evaluations, test results and other proprietary information, the contents
of which are often highly speculative and confidential and, as such, inappropriate for inclu-
sion in the prospectus. Therefore, with regard to disclosures in the IPO context, where confi-
dentiality is obviously not possible except in those instances where "confidential treatment" is
granted in accordance with the procedures set forth in Rule 406 of Regulation C, the question
arises as to just how much soft information should, or must, be provided in the prospectus.
The decision as to whether a specified piece of soft information, assuming that it is not other-
wise required under a strict reading of the disclosure requirements imposed by Regulation S-
K and overall standards of "materiality," should be included depends upon the assessment by
the issuer and its advisors as to whether or not inclusion of such information might materially
improve the prospects for successful completion of the offering. As to whether or not soft
information must be included, case law is evolving from its previous position that soft infor-
mation generally need not be disclosed. See, eg., Flynn v. Bass Brothers Enterprises, Inc.
744 F.2d 978, 986-87 (3d Cir. 1984), where the 3d Circuit said:
"Recently, there have been indications that the law, in response to developing corporate
trends, such as the increase in mergers, has begun to favor more disclosure of soft informa-
tion. In this regard, we note that SEC policy - a primary reason courts in the past have not
required the disclosure of soft information - has begun to change. With respect to disclo-
sure of projections of future earnings, the SEC in 1976 deleted future earnings from the list of
examples of potentially misleading disclosures in the note which follows Rule 14a-9." The
court went on to refer to the SEC's issuance of the safe-harbor rule regarding the use of
"forward-looking" statements as to future earnings, so long as they are made in good faith.
In spite of the SEC's prodding, issuers rarely choose to utilize this safe harbor in the context
of an IPO. See Item 10(b) of Regulation S-K and Rule 175 promulgated under the Securities
Act with regard to the preparation and use of projections in documents filed with the SEC.
58. The PO strategic business plan should include a "mission statement" which can be
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that goes into the formulation of the plan will ensure that the pro-
spectus drafting is completed within the broader context of the is-
suer's overall strategic business objectives.
The balance of this section is devoted to a discussion of four
distinct strategic elements, each of which must be considered indi-
vidually and collectively in light of the disclosure requirements im-
posed under the federal securities laws and the known concerns of
the investment community. These strategic elements can be ini-
tially organized as follows:
1. The strengths, weaknesses and constituencies of the issuer
must first be evaluated. This means identifying the issuer's
assets, resources, products and skills, as well as the inter-
ests of its managers, shareholders, employees, strategic
partners (e.g., suppliers and distributors), customers, finan-
cial community representatives (e.g., commercial and in-
vestment bankers) and the local community, among other
groups. In addition, an effort should be made to assess the
various advantages and disadvantages of the IPO to the
issuer.
2. After the evaluation of the issuer has been completed and
the issuer's strengths and internal objectives are under-
stood, it is then necessary to examine the marketplace
within which the issuer's products and services are to be
distributed. Accordingly, the "needs" of the issuer's cur-
rent and projected customers should be analyzed. The is-
suer is then able to make some preliminary determination
as to its strategies with respect to products and services,
positioning, pricing, distribution, market selection and
manufacturing.
3. The formulation of the issuer's strategies with respect to
markets and customer needs cannot be made in isolation.
Instead, reference must be made to skills and strategies of
actual and potential competitors. An understanding of the
competition permits the issuer to determine for itself the
appropriate manner in which it should compete in the
marketplace and assists in the selection of those possible
written in a fashion which can be adopted for use in the front part of the prospectus, which is
closely read by the investment community, and in the introductory paragraphs of the narra-
tive description of the issuer's business contained in the prospectus. Also, the required de-
scriptions of the issuer's products, the marketplace, the competition and the regulatory
environment should easily be available from a well done business plan, although care must be
taken as to the degree to which the issuer's own marketing and competitive strategies can, or
should, be described in the prospectus.
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strategies which will prove the most effective and profita-
ble. Also, the ability to measure competitive forces in vari-
ous markets should lead to the selection of those markets
in which the issuer's particular strengths will provide the
greatest advantage.
4. Finally, the issuer, its customers and its competitors must
also operate within a number of large and turbulent exter-
nal environments. The rapid changes in technology, cus-
tomer needs, governmental regulation and social values
make it essential that an issuer be able to establish the
proper "planning environment."
B. Evaluation of the Issuer
The first step in the preparation of the IPO strategic business
plan is a candid appraisal of the issuer's strategic capabilities (Le.,
its strengths and weakness), both in isolation and in relation to ac-
tual and potential competitors, as well as the needs of the market-
place. In practice, the issuer is really its managers and the principal
shareholders who set the direction for the issuer's business and se-
lect the IPO as the most attractive financing vehicle at the time of
the proposed offering. Each of these persons must attempt to iden-
tify the issuer's own unique human, technical and financial assets
and resources and articulate its varied strategies in the areas of
product development, human resources, finance, production and
distribution and service.
1. Description of the Issuer
The purpose of this introductory section is to provide a de-
scription of the history and status of the issuer. The narrative
should be in general terms, with particular details to follow in the
specific sections below relating to products, human resources, tech-
nology, customers, competition, employees and the like.
1. When was the issuer formed, by whom and for what reason?
Generally describe the issuer's business and its evolution since the
date that the issuer was originally formed. Has the issuer recently
undergone any material change in its line of business, usually evi-
denced by significant acquisitions, mergers or divestitures, plant clos-
ings, new product lines or discontinued products or services?
Item 101(a) of Regulation S-K requires information relating to
fundamental developments regarding the issuer over at least the last
five years (or shorter period if the issuer has not been in existence
for five years), including the nature and results of any bankruptcy
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or similar proceedings, material reclassifications or mergers, mate-
rial acquisitions and dispositions, material changes in the mode of
conducting business. In addition to the disclosures required by
Item 101(a), Item 101(c) of Regulation S-K requires a description
of the business done and intended to be done by the issuer, focusing
upon the issuer's dominant industry segment or each reportable in-
dustry segment about which financial information is presented in
the financial statements included in the prospectus.
Not only must an effort be made to understand the historical
development of the issuer but, in the case of certain issuers who
have not yet achieved profitability, the prospectus should set forth a
proposed plan of operations for a future period that may, depend-
ing upon the timing of the original filings extend for up to one year
after the filing of the registration statement. If required, the operat-
ing plan should indicate the issuer's opinion as to the period of time
that the proceeds from the offering will satisfy cash requirements
and should also include an explanation of material product research
and development, anticipated material acquisitions of plant and
equipment, and any anticipated material changes in the number of
employees in various functional departments.
Even if a plan of operations is not required for the prospectus,
it is not a bad idea to include the information as part of the strategic
business plan. While an IPO candidate may have achieved "profit-
ability," the investment community will require a reasonable expec-
tation of continued rapid growth and expansion. Accordingly,
material research and development activities, plant and equipment
acquisitions and hiring efforts should be anticipated and catalogued
in order to understand the direction of the issuer's strategic efforts.
The exercise of preparing a plan of operations will also allow the
participants to draft a more focused description of the use of pro-
ceeds and the MD&A.
The description of the history of an issuer in the high technol-
ogy area will probably identify a "founding" team, one or more of
whom may have left their previous employers with the intent of
developing a technical or product concept that did not fit into that
company's projected product line, and a group of private investors
who contributed financing and managerial assistance. In addition,
development of the issuer should reflect the attainment of various
milestones: recruitment of experienced management personnel, if
necessary; expansion of human resource capabilities in research,
manufacturing, sales and finance; "beta-site" testing and initial sales
of products and services; formalization of one or more supply and
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distribution arrangements; and additional rounds of financing of
successively higher valuations.
It would be somewhat unlikely for a high technology IPO can-
didate to have undergone a material change in its line of business
since venture capital funding is usually provided for a very focused
product or technical effort. Similarly, material acquisition and di-
vestiture activity would be uncommon, although the proceeds of the
offering could be utilized to undertake a program of strategic acqui-
sitions in the future. Finally, frequent changes in product and ser-
vice offerings by a new market entrant tend to impede the issuer's
ability to build a base of customer loyalty and trust.
2. What industry is the issuer involved in, who are the major
competitors and what are the prospects for the growth and evolution
of the industry and the markets therein?
Items 101(b) and 101(d) of Regulation S-K require financial
information about the issuer's industry segments, foreign and do-
mestic operations and export sales. Moreover, as noted above, the
investment community will focus very closely on the trends in, and
the characteristics of, the issuer's industry, including the key
problems facing the issuer's industry, market characteristics, and
financial results for other companies. An understanding of, and a
narrative section describing, the historical development of the in-
dustry can provide a useful background for positioning the issuer
and its strategic advantage in the prospectus.
Clearly, there are advantages to being in the "right" industry,
as demonstrated by the concentration of the "Venture 100" in the
industry segments described above. Moreover, venture capitalists
and investment bankers have distinct preferences as to those indus-
try segments and markets in which they will participate. However,
the recent market for seasoned high technology companies has been
somewhat sluggish, causing prospective high technology IPO candi-
dates to seek and exploit definitive "niches" within the broader
marketplace. "' Accordingly, the relevant "marketplace" for an is-
suer may be somewhat narrow and may include only those areas
within the broader industry in which the issuer has some sort of
technical or marketing advantage and which, by reason of its size or
the skills involved, appears to be somewhat protected from
competition.
3. Who are the key members of the issuer's management team,
59. See "High Tech Tops '89 IPO Market" at C1 of the Tanuary 15, 1990 edition of the
San Francisco Chronicle. The article contained a quote by Roger McNamee, manager of T.
Rowe Price's Science and Technology fund that 1989 "was the year of the niche IPO."
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as well as any non-management employees who are important for the
issuer's future development and success?
As noted above, the most important consideration in evaluat-
ing a prospective IPO candidate for many investors is the breadth
and quality of its management team. Items 401 - 404 of Regulation
S-K require certain specified information regarding the directors
and executive officers of the issuer,' the security ownership of cer-
tain beneficial owners and management" and a description of cer-
tain relationships and related transactions between the issuer and its
various affiliates.62 In addition, in the case of high technology issu-
ers, it is quite likely that one or more key technical employees can
be identified as a valuable human resource of the issuer, even
though such employees are not involved in the day-to-day manage-
ment of the issuer.
Being a public company imposes tremendous strains upon the
management team given the need to be cognizant of the demands
and requirements of the investment community. Officers must be
familiar with, and not antagonistic to, the varied requirements im-
posed on a public company and must be willing to engage sophisti-
cated professional advisors to assist them in discharging their
responsibilities. If the issuer does not already have in place a net-
work of sophisticated controls and forecasting ability in order to
implement its strategic business plans, the construction of such a
system should be undertaken immediately and should have every
prospect for success prior to the commencement of the offering.
A good sense of management's skills and temperament can be
obtained through the due diligence process itself. An effort should
be made to examine the issuer's existing procedures with respect to
corporate governance. For high technology companies with ven-
ture capital financing, it is likely that the outside investors will have
required that the chief executive and financial officers, as well as the
other functional leaders in the areas of manufacturing, research and
sales, make detailed reports to the Board of Directors on a monthly
or quarterly basis. Moreover, any perceived management "weak-
60. See Items 401(a) and 401(b) of Regulation S-K.
61. See Items 403(a) and 403(b) of Regulation S-K.
62. See Item 404 of Regulation S-K. The disclosures required by Item 404 regarding
various "insider" and "promoter" transactions are closely reviewed by Blue Sky authorities
in accordance with established guidelines designed to analyze the inherent fairness of the
transaction to the new public investors. Generally, while disclosure of the relationship is all
that is required under federal securities laws, Blue Sky authorities will require that various
loans and other arraiigements be cancelled and repaid as a condition to approval of the offer-
ing in that state.
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ness" raises immediate concerns amongst outside investors, as well
as with prospective underwriters.
Compensation and commitment are important factors in the
analysis of management. While investors appreciate the presence of
skilled and talented managerial personnel, an issuer's dependence
upon the availability of a small group of key managers or employees
should be disclosed as a potential risk factor with respect to the
offering. In those cases, investors will look to the terms of any em-
ployment arrangement between the issuer and such manager or em-
ployee, including equity and cash compensation, and will try to get
a sense of whether or not the issuer can continue to offer a compen-
sation package which compares favorably with any recruiting ef-
forts of competitive firms.
Outside investors will require that management, as well as any
key non-management employees, agree to a "vesting" schedule with
respect to their equity interest in the issuer, thereby insuring that
the employee will remain with the issuer in order to obtain the full
benefit of his skills and experience and to assist in the long-term
development of the issuer's business plan. Vesting schedules are
typically imposed in almost all cases with respect to stock purchases
and option grants for a high technology company, although an is-
suer may choose to issue or grant "fully vested" shares or options
which take into account the fact that the employee has already com-
pleted a specified minimum period of service with the issuer.
Issues regarding equity and cash compensation really become a
matter of commitment on the part of managers and key employees
to the overall success of the issuer. In that regard, the following
points are worth making:
1. The tradeoff between equity and cash compensation arises
very early in the development of a prospective IPO candi-
date. Venture capitalists will often structure offers to key
employees such that they may strike the appropriate bal-
ance between equity compensation, the value of which is a
function of future profitability of the issuer, and cash com-
pensation, which, barring adverse circumstances, tends to
be devoid of either excessive downside or upside in the
early years of business.
2. In some cases, cash compensation in the form of bonuses
tied to profitability may be made available to members of
the management team. However, any such arrangements
may not be appropriate for a public company, in which
case equity incentives become more attractive.
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3. Obviously, an IPO is a liquidity event for venture capital-
ists and members of the management group. The invest-
ment community will appreciate that managers, many of
whom will have purchased their shares at substantially re-
duced prices, may wish to sell some of their shares at the
time of the IPO. However, the investment community will
also want to insure that managers and key employees re-
tain an equity interest which is "significant" and which, if
appropriate, remains subject to further vesting.
4. One often ignored element of management commitment is
the ability of managers and key employees to utilize their
skills and services with potential competitors. As noted
below in the discussion of the issuer's technology rights,
employees should be required to execute various non-dis-
closure agreements relating to the issuer's own trade
secrets and competitive information. Moreover, managers
and key employees may become subject to non-competi-
tion agreements, subject to any restrictions on the enforce-
ability of such agreements under applicable law.
The opportunities to discuss management skills and experience
are relatively scarce in the context of the prospectus, although in-
vestors will be able to do their own background investigations and
will usually rely upon the judgment of the venture capitalists in the
selection of appropriate members of the management team. Also,
the IPO process itself is a key test for management personnel and its
ability to articulate and define the issuer's strategic advantages. The
ability of management to clearly and concisely express the issuer's
strategic mission is most evident in the prospectus drafting process,
as well as in the oral presentations to prospective managing under-
writers and, after the registration statement has been filed, the
presentations to institutional investors in the various road shows.
4. Who are the issuer's major "stakeholders" and what are
their particular goals and objectives with respect- to the future of, and
their involvement with, the issuer?
In addition to the management and key employees of the is-
suer, an effort should be made to identify and describe each of the
issuer's other "stakeholders," those persons and groups who have
an interest or share in the commercial success and continuity of the
issuer as a business enterprise. Logically, these groups can be seg-
mented as follows:
Shareholders. The issuer's shareholders consist of at least three
distinct groups: founding shareholders, who acquired their shares
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at, or immediately following, the formation of the issuer; employee
shareholders, who acquired their shares as part of the issuer's incen-
tive compensation plans; and "investors," venture capital and other
investors whose equity interest in the issuer arises out of participa-
tion in one or more financing transactions.
One of the most important factors in the assessment of a poten-
tial IPO candidate by the investment community is its prior "invest-
ment history." Disclosures in the registration statement provide the
reader with a sense of the timing of each round of venture capital
financing, the price per share paid by private investors in each
round and the relation of the shareholdings of the private investors
to founders and employees. Thereafter, investors look at the history
of an issuer's private equity financing from a number of perspec-
tives. First, they look at the timing and pricing of the most recent
round of equity and compare it to the "markup," if any, reflected in
the proposed IPO price. As a rule of thumb, if the round was raised
in the last year, an offering price that exceeds the price in the last
equity financing by more than two times may reflect too high a val-
uation for the IPO.63
Second, investors look to see the "quality" of the private round
investors. The presence of solid and successful venture capital in-
vestors is a significant plus, even if such investors are selling some of
their shares in the offering. It is understood that venture capital
investors often have their own liquidity needs which are independ-
ent of the future prospects of the issuer. Moreover, like "specialty"
underwriters, the reputation of a venture capitalist in picking "win-
ners" in a given industry can also lend prestige to an issuer's IPO
aspirations. Several publications track the identity of the venture
capital groups which have been affiliated with successful IPOs.
Finally, investors will attempt to discern how the sequence of
private financings compare to the original projections of the issuer.
If the issuer was forced to utilize much higher levels of private fi-
nancing than originally expected, it may bring into question the rea-
sons for attempting to secure public financing at this point in time.' 4
63. Investor concern regarding a significant short-term "markup" runs contrary to the
requirements typically imposed by venture capital investors with respect to the circumstances
when their preferred stock would be automatically converted into common stock in connec-
tion with an IPO. Typically, automatic conversion will only be required if the IPO price
reflects a markup of two to three times the price paid by the venture capitalists. However, the
price paid by the venture capitalists will reflect a discount which takes into account the illiq-
uid nature of the investment.
64. Once again, attention should be given to the use of proceeds discussion, which may
indicate that the offering is being undertaken for purposes typically associated with growth
and development during the "private-company" phase. Investors will also compare the rela-
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Moreover, understanding the return on investment requirements of
private institutional investors, an analysis of the timing and pricing
of private equity rounds allows an investor to focus upon specific
problems which may have arisen with respect to technology devel-
opment and product introduction, each of which may be symptoms
of larger flaws in the issuer's overall strategy. Conversely, unduly
high private valuations may lead investors to question the issuer's
ability to maintain the requisite growth patterns in the future.65
Management may need to convince existing shareholders to
"give up" special rights and privileges at the time of the IPO which
they may have been granted in connection with prior private place-
ment financings. For example, private placement financings for the
high technology company prior to the IPO usually involves the issu-
ance of shares of convertible preferred stock with a variety of statu-
tory and contractual preferences and rights with respect to voting,
liquidation, redemption and dividends. Unless provision has been
made for the termination of such rights upon the occurrence of an
IPO of the requisite size and price level, typically by automatic con-
version into shares of the common stock being offered to the public,
management and advocates of the IPO may need to negotiate with
the holders of such shares in the event that the managing under-
writer believes that the offering will not be successful unless the cap-
ital structure of the issuer is modified.
It is worth noting that in those cases where the IPO is under-
taken in close proximity to a large private placement financing, un-
derwriters are becoming more comfortable with doing transactions
where the preferred stock remains outstanding; particularly when
the issuer is unwilling to accede to possible demands by the later
round investors that their shares be redeemed at a premium or that
their shares be included as part of a large secondary distribution in
the IPO. Although holders of the preferred shares will ultimately
be able to "tack" their preexisting holding period for those shares,
for purposes of using Rule 144 to sell the shares of common stock
issued upon conversion thereof, it will usually be some period of
five "fully-diluted" holdings of the founder-employees on the one hand and the private inves-
tors on the other hand to see whether or not the founding group was required to accept
significant dilution to its holdings as a condition of any interim financing.
65. An even more interesting issue arises when a private company has had to attract
investment by giving up to a corporate investor certain specified future rights, such as the
ability to market products or otherwise fully commercialize and exploit its own proprietary
technologies. The question arises as to whether or not such a relationship adversely impacts
the ability of the issuer to provide a stream of future revenues that will accrue to the advan-
tage of the public investors.
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time before the holders can use Rule 144 or desire to effect a sale at
a price level which meets their investment return expectations.
Employees. Human resources are an important potential suc-
cess factor for any issuer and, as such, are treated in greater detail
below. The required disclosures regarding an issuer's human re-
sources are quite limited, with Item 101(c)(xiii) of Regulation S-K
simply requiring disclosure of the number of persons employed by
the issuer. However, an effort should be made to catalog any antici-
pated material changes in the number of employees in the various
departments such as research and development, production, sales or
administration.
As noted above, employees will also be shareholders of the
high technology IPO candidate, either by virtue of direct purchases
of shares or the prospective exercise of options granted pursuant to
the issuer's incentive compensation plans. The relative amount of
employee shareholdings makes it unlikely that the employee group
will be able to act as a block with respect to any matter of corporate
governance. However, the ability of employees to derive liquidity
for their shareholdings through the IPO is often considered to be
one of the advantages to an issuer considering such a transaction
and also may enhance the issuer's ability to attract and retain new
employees after the offering.
Strategic Partners. The concept of "strategic partnering" has
become quite popular in recent years, although the term has rarely
been clearly defined. In the present context, a strategic partner is a
third party with whom the issuer has entered into a contractual re-
lationship to provide the issuer with products and services which
are essential to the development, production and distribution of its
own products and services. Suppliers and distributors clearly meet
this definition, as would parties participating in joint research and
development efforts. Such firms might also be shareholders of, or
have a significant financial interest in, the issuer, thereby providing
capital in addition to products and services.
Almost every high technology firm enters into one or more key
supply arrangements with respect to components of its products
and services. Accordingly, one of the first things that should be
done in the course of understanding the issuer's business is to for-
mulate a detailed breakdown of major suppliers of raw materials
and other goods and services 66 necessary for the manufacture and
66. The source and availability of raw materials is required discussion under Item
101(b) of Regulation S-K. "Supplier" can take on a number of meanings, depending upon
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sale of the issuer's products.67 Once the list has been compiled, the
issuer should be questioned as to whether or not there are other
sources readily available or is the issuer dependent to any degree on
any one supplier. Also, the issuer should explain the consequences,
if any, of losing access to the products and services of a given sup-
plier, either due to the termination of a specified contractual ar-
rangement or discontinuation of business by the supplier.
The existence of a "supplier" strategy is often overlooked.
Suppliers may be able to exert a good deal of influence over the
issuer's strategic plans, due to the fact that it often becomes difficult
for the issuer to "switch" suppliers due to cost factors and the fact
that suppliers often tend to do business with, and form their own
strategic partnerships with, competitors of the issuer. Also, suppli-
ers often attempt to expand their own existing lines of products and
services in a manner that creates potential competition for the is-
suer, depending upon the relationship of the supplier's products and
services to the end product of the issuer's manufacturing process.
A high technology issuer may, early in its development pro-
cess, enter into a long-term supply contract with one or more par-
ties in an attempt to "lock-in" pricing and component availability
parameters during the period of rapid growth and product develop-
ment. However, the existence of a long-term supply contract can be
a "mixed blessing," since it might foreclose the issuer from pursuing
other supply and/or manufacturing opportunities that may be more
cost-effective. As noted above, management must analyze what
would happen in the event that key suppliers are unable to perform.
Specifically, how would such an event effect the time required to fill
the issuer's own orders, the exposure of the issuer to possible price
"squeezes," and any issues of quality and compatibility of goods
received from different suppliers.
At the time of the IPO, if not sooner, the issuer must analyze
the competitive environment confronting each of its major suppli-
ers, be it industry concentration or technological development, and
then attempt to formulate a "resource plan" which identifies vari-
ous strategies relating to licensing, long-term contracts, acquisition
and diversification and, perhaps, suitable components of the "sup-
ply process" which might be brought "in-house," thereby temper-
ing any "supplier power" over the issuer. A similar analysis should
the use of supplied "component" in the production of the company's goods and services. For
example, the "input" might be made in the form of a labor skill or a "process" component.
67. Although not strictly necessary as part of the narrative business plan, a listing
should be available of names, addresses and volume of purchases.
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be undertaken with respect to the use of the services of subcontrac-
tors and/or processors of its products or components of
subassemblies.
A similar analysis should be done with respect to each of the
issuer's key distributors, as well as any third parties which provide
significant research, developing or marketing services to the issuer.
Not only should the terms of the specific relationship be analyzed
with respect to pricing, duration, exclusivity and similar factors, but
an effort should also be made to understand how each distributor,
researcher or other consultant views its own competitive environ-
ment. For example, will the third party enter into similar arrange-
ments with competitors of the issuer which will impede the
effectiveness of the existing relationship, or will the third party
choose to expend its resources in other areas, thereby diminishing
the quality of products and services provided to the issuer? As is
the case with suppliers, significant potential problems with distribu-
tion may lead to a decision to bring such capabilities "in-house."
Finally, consideration should be given to the practices of com-
petitors regarding forming and maintaining strategic partnerships.
For example, have competitors shown that there is significant
"value-added" to be achieved by partnering with other firms with
respect to research, manufacturing, technology and marketing, or is
the "price" perceived to be too great? The element of "risk" in as-
sessing a potential strategic partnership really is measured in many
of the same ways that the competitive strengths of the issuer itself
are to be analyzed. In particular, a high technology company may
be concerned that "technology-sharing" relationships as part of a
commercial strategic partnership may undercut the confidential
and proprietary nature of its own technology rights.
If commercial partnerships are perceived to be too risky or ex-
pensive, "special" partnerships with universities are possible alter-
natives. A great number of high technology companies utilize the
services of university employees and research departments located
in close geographical proximity to the issuer. In addition, universi-
ties are becoming much more sophisticated regarding the potential
commercial value of the research efforts of its employees. Whatever
form the strategic alliance might take, attention should be paid to
the fact that some potential partners may want to review any disclo-
sures relating to the alliance before its inclusion in the prospectus. 6"
Customers. The most important strategic relationship which
68. The terms and conditions of strategic partnerships are often the subject of confiden-
tial treatment requests under Rule 406 of Regulation C.
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the issuer has is, of course, with its customers. The issuer may have
entered into various types of arrangements with its customers, with
respect to product requirements and co-development efforts, which
are similar to those referred to above in the discussion of strategic
partners. The explicit disclosure requirements regarding customers
is contained in Item 101(c)(vii) of Regulation S-K. This Item re-
quires a description of the dependence of any segment upon a single
customer, or a few customers, when the loss of any one or more of
which would have a materially adverse effect on the segment. How-
ever, as explained below, the discussion in the prospectus of cus-
tomers and the relevant marketplace should go beyond that which
is required by Item 101(c)(vii) to include an objective segmentation
of relevant purchasing behavior in the marketplace and the various
needs and requirements of the customers as they make their
purchasing decisions.
Competitors and Industry Participants. Competitors certainly
have a "stake" in the issuer's commercial activities, although the
direction of that interest is quite different than that of the other
stakeholders referred to herein. Moreover, beyond the various com-
petitors in the issuer's industry, the characteristics of which are dis-
cussed in greater detail below, there exists an even broader
environment in which the issuer must act and compete. Among the
interested parties that must be considered are trade organizations
and "lobbying" groups which attempt to articulate the interests of
each of the competitive participants, including the issuer, in the
marketplace and before regulatory agencies. As noted below in the
discussion of the overall planning environment, the issuer's place
and image within the broader industry context is relevant to mar-
keting efforts prior to, and during, the IPO.
Financial Community Representatives. Financial community
representatives include the issuer's commercial lenders, as well as
any investment bankers who have managed prior private placement
transactions for the issuer. Lending and secured leasing arrange-
ments should be closely reviewed in light of any future fixed obliga-
tions that involve restrictions imposed upon the issuer's financial
operations. The discussion in the MD&A should include references
to these fixed obligations and the use of proceeds section should also
include an explanation of how the offering relates to existing
sources of bank liquidity and available credit lines.
As to investment banking relationships, the most important
part of the IPO is the engagement of an appropriate managing un-
derwriter to conduct the offering. High technology companies often
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form relationships with "specialty" investment banking firms to
manage private placement transactions. However, those firms may
not always have the opportunity to manage the IPO. A review
should be made of any understandings or agreements between the
issuer and its previous investment bankers to insure that the issuer's
ability to use a new investment banker to manage the offering is not
impeded by any pre-existing right of first refusal.
Government Regulators. Securities regulators, health, safety
and environmental regulators and "industry-specific" regulators,
such as the Food and Drug Administration and the Federal Com-
munications Commission, are all important parts of the issuer's op-
erating environment. The only specific regulatory disclosures
emanate from Item 101(c)(xii) of Regulation S-K. This Item re-
quires appropriate disclosure of the material effects that compliance
with Federal, State and local provisions regulating the discharge of
materials into the environment, or otherwise relating to the protec-
tion of the environment, may have upon the capital expenditures,
earnings and competitive position of the issuer. However, high
technology companies should also expect to provide a clear and
concise summary of the effects of any other regulatory regime to
which the delivery of its products and services may be subject, in-
cluding one or more of the following elements:
1. Identification of those regulatory agencies that have juris-
diction over the proposed products and services of the is-
suer, the scope of their authority and the review and
approval process to which the issuer's products and serv-
ices may be subject prior to the commencement of sales
and distribution activities.
2. A description of the specific criteria imposed by each of the
regulatory agencies for review and approval, including any
required disclosures, applications, testing and certifica-
tions. If useful, an assessment of the duration of each stage
in the approval procedure should be specified, based on the
issuer's own experience or the public experience of others
in the industry.
3. Most importantly, each product and service of the issuer
should be "placed" in the appropriate stage of the regula-
tory approval process in order to provide the reader with
an accurate sense of when those products and services will
be available in the marketplace and the risks associated
with obtaining any future approvals.
4. Finally, any special relationship which the issuer may have
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formed with a strategic partner which might facilitate
completion of the regulatory process should be mentioned.
For example, small companies involved in the life sciences
area often develop marketing and distribution relation-
ships with larger companies that include an undertaking
by the larger company to move the products through the
regulatory process. Such companies typically have a good
deal of skill and experience in minimizing the time re-
quired for approvals to be obtained.
As part of the larger planning and industrial environment dis-
cussion, the issuer should attempt to posit its assessment as to the
direction of future regulatory efforts, many of which might be af-
fected by governmental policies regarding research and develop-
ment and concerns regarding perceived competitive disadvantages
created by domestic procedures in relation to comparable proce-
dures in foreign jurisdictions. Also, if the issuer intends to under-
take international sales and distribution of its goods and services,
reference should be made to foreign regulatory procedures, perhaps
with the assistance of local counsel in those areas.
Local Community Representatives. The specific disclosure re-
quirements of Regulation S-K provide little opportunity for a dis-
cussion of the issuer's relationship with local governmental
agencies, the local Chamber of Commerce, the business press and
other elements of the community in its area of operation. However,
each of these groups are essential components in the issuer's efforts
to effectively conduct its business operations, recruit and motivate
qualified employees and obtain concessions with regard to antici-
pated expansions of its business and properties. Accordingly, an
effort should be made to calibrate the issuer's position within the
community and any advantages or problems created for the issuer
and its operations.
Professional Relationships. The IPO candidate will have devel-
oped a number of professional relationships with its legal counsel,
its independent public accountants, management and marketing
consultants and its public relations firm, to name a few. The exist-
ence and scope of these relationships are all important elements of
the issuer's overall strategic planning effort and, in many cases, rep-
resents a decision on the part of management not to develop speci-
fied "in-house" capabilities. An effort should be made to
understand the level of professional services provided by each firm
or entity described above, including the costs thereof and any "on-
site" use of personnel or services from those consultants.
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There are a number of purposes to be served by identifying and
describing the interests of the issuer's various stakeholders. The in-
formation can provide each of the participants in the drafting and
disclosure process with a broad map of the issuer's significant busi-
ness relationships that permits the parties to see how any specific
business strategy must be implemented and the possible effect that
such strategies might have in light of the pre-existing relationships.
Also, to some extent, the identification of the stakeholder interests
tends to explain the motivations behind the choice of the IPO as a
financing vehicle, a topic which is covered in greater detail below.
5. What is the overall financial condition of the issuer?
Due to the importance placed on an issuer's financial disclo-
sures by the SEC and the investment community, great care must
be taken in establishing the tenor and format of the issuer's numeri-
cal and narrative disclosures that will appear in the IPO registration
statement. The foregoing is necessary due to the fact that all subse-
quent filings under the Securities and Exchange Acts will build
upon the initial filing. As such, these sections require a great deal of
attention from all of the parties to the registration process, particu-
larly from management and the issuer's independent public ac-
countants who are responsible for preparing69 the financial
statements and opining on the IPO's financial condition prior to
and following the filing of the registration statement.
Assuming that Form S-18 is not utilized for the IPO, the finan-
cial reporting requirements of Form S-1, which are determined by
reference to the specific items of Form S-1 and the cross-references
to Regulation S-K set forth therein, become relevant. The require-
ments in Form S-1 are as follows:
1. Financial statements meeting the requirements of Regula-
tion S-X, as well as any financial information required by
Rule 3-05 and Article 11 of Regulation S-X;70
69. The involvement of the accountants is particularly important if the financial infor-
mation is being subjected to audit for the first time in contemplation of the IPO. If this is the
case, the issuer will have the opportunity to select and establish accounting principles which,
consistent with GAAP, will permit its income statements to be arranged and presented in the
most favorable light for the investment community. The elections to be made, all of which
may have a significant impact on the issuer's "profit and loss" picture, relate to matching of
income and expense items, particularly when service commitments have been made, and the
treatment of inventories (LIFO vs. FIFO). It is unlikely that changes will be made in ac-
counting principles for an IPO candidate which has previously had its financial statements
audited and certified due to the need to disclose the pro forma effects and the fact that certain
changes will require restatement of prior period results. APB Opinion No. 20, "Accounting
Changes" (July 1971) is relevant to the issues to be considered.
70. See Form S-1, Item 11(e).
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2. Information required by Item 301 of Regulation S-K, se-
lected financial data;71
3. Information required by Item 302 of Regulation S-K, sup-
plementary financial information;72
4. Information required by Item 303 of Regulation S-K, the
MD&A discussion;73
5. Information required by Item 304 of Regulation S-K, dis-
agreements with accountants on accounting and financial
disclosure;74 and
6. Financial statement schedules required by Regulation S-
X. 7 5
Of the requirements listed above, items (1), (4) and (6) raise the
most substantial issues in the context of an IPO. Item 302 of Regu-
lation S-K is, by its terms, not applicable to an issuer that has not
previously registered a class of its securities under the Exchange
Act. Item 304 of Regulation S-K is only relevant in the event of a
dispute between the issuer and its principal accountant during a
specified period prior to the filing of the registration statement.
Obviously, a careful review of the issuer's historical financial
statements and financial condition should be undertaken and com-
pleted. A good number of the material assertions regarding the op-
eration of the issuer's business can be verified through a close review
of the financial statement disclosures. Interviews should be con-
ducted with the issuer's independent public accountants and senior
financial personnel. In addition to the particular items required by
Regulation S-K, attention should be paid to the issuer's profit mar-
gins, working capital requirements and sources, cash flow projec-
tions and accounting principles and inventory policies. If necessary,
a product-by-product financial profile also should be created in or-
der to provide a picture of the cost accounting considerations for a
particular product.
In the course of preparing the strategic business plan, as well as
in the overall preparation of the financial portion of the prospectus
for the IPO, an attempt should be made to assess the managerial
competence of the issuer's financial personnel, particularly the is-
suer's chief financial officer. This not only entails an analysis of the
issuer's budgetary and financial procedures, but also will focus upon
71. See Form S-1, Item 11(f).
72. See Form S-1, Item 11(g).
73. See Form S-1, Item 11(h).
74. See Form S-1, Item 11(i).
75. See Form S-1, Items 11(e) and 16(b).
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the manner in which the issuer may have designed and pursued fi-
nancing alternatives other than equity, such as the use of bank fi-
nancing, asset-based financing and leasing. Investors will scrutinize
period-by-period changes in the issuer's financial position to get a
sense of the asset management skills of senior personnel.
As part of the review of the issuer's financial condition, it is
also important to describe and understand the issuer's internal fi-
nancial controls with respect to budgets, inventory, accounting and
financial management. An issuer needs to be able to understand
where its resources and assets are located and be able to analyze
their utilization over time. For many potential investors, the pres-
ence of an experienced chief financial officer and controller is cru-
cial for considering an investment in a company. Furthermore, the
internal control systems should be consistant with the objective
measures that are strategically significant in the given industry.
It is also important to interview the issuer's independent public
accountants and to focus on their assessment of the adequacy of the
issuer's internal accounting controls. Counsel should interview the
issuer's accountants with management present in order to get a
sense of how the issuer may have responded to any of the account-
ant's prior recommendations on these matters. Additionally, if the
accountant has performed a periodic review of the issuer's account-
ing systems and controls, any correspondence detailing the account-
ant's recommendations should be reviewed and discussed with
management in order to ascertain their response.
6. What considerations led the issuer and its various control
persons to choose the IPO as its financing alternative?
For any issuer, the question of whether or not there are any
real financing alternatives to an IPO depends upon its goals and
objectives in undertaking any new financing transaction. Economic
factors to be considered in connection with any financing include:
the amount of funds required and the expected use of proceeds; po-
tential capital providers (i.e., banks, individuals, institutions, pub-
lic); the "price" of the offering and the relationship thereof to such
tangible measures as book or market value; the timing of the offer-
ing; the manner of offering and use of an investment banking inter-
mediary; and the risks involved with the offering.
If the issuer is seeking additional financing in order to expand
operations or to repay outstanding indebtedness then, depending on
the market's perception of its future prospects, it might enjoy any
number of opportunities to raise capital. This can be accomplished
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either in the private placement market76 or by entering into one or
more different types of strategic partnerships in the form of technol-
ogy funding arrangements, research and development partnerships
or licensing and marketing agreements.7 7 Any or all of these alter-
natives might be particularly attractive when the timing for an IPO
is inappropriate, either due to marketing conditions or because the
issuer stands at a particularly immature stage of development.
On the other hand, if the issuer's prime objective is to establish
a means for its existing shareholders to liquidate their investment,
then an IPO is probably the best vehicle to achieve that result.
Other options often considered are finding an acquisition candidate
or perhaps absorbing the burden of commercial debt financing to
repurchase the shares of those holders wishing to "exit." Moreover,
in addition to liquidity, there are a number of other significant ad-
vantages associated with an IPO that might motivate an issuer and
its control persons to select it as a financing vehicle. Among the
attractive characteristics are the following:
Prestige. Any form of financing would provide the issuer with
additional funds that can be utilized for the purposes stated above.
However, creating a public market for the issuer's securities has cer-
tain special advantages in that it tends to provide the issuer with a
new competitive advantage derived from the greater visibility, cred-
ibility, respect and prestige within the issuer's industry and commu-
nity. This includes its relationships with its suppliers, employees,
customers, lenders, competitors, and other components of the finan-
cial and business environment. Moreover, founding shareholders
may derive intangible benefits from "taking the company public." '
76. The market for private placements consists not only of equity securities but also can
permit an issuer to secure adequate amounts of debt financing, depending upon the credit
quality of the issuer. While the private placement market may be attractive, some issuers
may be forced to accept significant future dilution, in the form of warrants, options or down-
ward adjustment in the conversion price of previously issued securities, in order to complete a
private placement financing when product development has not proceeded in accordance
with the original expectations of management and key investors.
77. Care must be taken in these transactions to insure that the company does not give
up the rights to significant future revenues that might be derived from further development
and exploitation of specified technologies or products.
78. By no means is it necessary to be a public company in order to be a large and
significant factor within a given industry. It has been estimated that private companies with
more than 100 employees account for about 20% of the United States economy, although the
same source concedes that all public companies account for almost twice that amount. INC.
magazine, which publishes an annual list of America's 500 fastest-growing private companies,
reported that only 17 of the 500 companies so ranked in 1985 took advantage of positive
market conditions to "go public" in 1986 and that there existed a real reluctance on the part
of many chief executives of profitable privately held companies to undertake an IPO, citing
some or all of the disadvantages described in the text.
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Increased Operational Flexibility. An issuer whose stock is
traded publicly will be able to pursue more attractive merger or ac-
quisition partners. The ability of the issuer to offer both cash and
marketable securities in the context of future acquisitions may en-
able the issuer to vigorously pursue additional lines of business. In
many cases, common stock is the best financial instrument to com-
plete such acquisitions and its use may allow the issuer to utilize the
more favorable "pooling of interests" accounting treatment. Fur-
thermore, stock for stock exchanges can delay the recognition of
capital gains for the selling shareholders, often an important consid-
eration in the acquisition of a high growth company.
Future Financing Opportunities. Although not always true,
IPOs tend to establish a higher valuation for the issuer upon com-
pletion of the offering due to the liquidity available to the share-
holders. The issuance of equity securities, to the extent it improves
the issuer's existing debt to equity ratio and establishes a market
value for the going concern of the enterprise, can enhance the is-
suer's ability to pursue and obtain one or more of the alternative
forms of financing, perhaps on terms that permit the issuer to obtain
a greater deal of control over the operations of the business than
would have otherwise been the case had an IPO not occurred.
Liquidity for Current Shareholders. An IPO creates a post-of-
fering trading market for existing securities, thereby providing a
source of liquidity to current shareholders of the issuer.79 Not only
might existing shareholders participate in the offering through the
means of a secondary offering of their own securities, but the issuer
is also then able to permit its shareholders to avail themselves of
Rule144 for the purpose of subsequent resales into the newly cre-
ated public market.8" Although rarely an important consideration
79. Particularly with respect to venture capital-backed companies, a good deal of pres-
sure is brought to bear after a specified period of time by the venture capitalists to establish
some means of "exiting" the investment in order to demonstrate profitability to their own
institutional investors. Typically, depending upon the stage at which the investment is made,
venture capitalists will have the ability to "demand" a registration of the issuer's securities
beginning on a date which is two to three years after their original investment. Also, the
failure of the company to attain levels of profitability such that an IPO can be successfully
undertaken may trigger special rights for the investors with respect to control of the Board of
Directors, payment of dividends and even required redemption of their equity interest in the
issuer. While registration rights are heavily negotiated, it is extremely unlikely that investors
will "force" an IPO which is not supported by the management group and which is not
otherwise sustainable in light of market conditions.
80. Rule 144 is available immediately for non-affiliates of the issuer who satisfy the
three-year holding period of Rule 144(k), and is available 90 days after the IPO for all other
persons who satisfy the two-year holding period and observe the volume limitations. In addi-
tion, shares of "restricted stock" issued and sold prior to the IPO pursuant to certain em-
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in the case of high technology IPOs, the creation of a public market
may permit a better valuation of securities for estate tax purposes as
well as for certain other contractual arrangements turning upon a
precise valuation of the issuer's securities.
Attraction of Key Employees. As noted above, a public market
for the issuer's securities, although substantially increasing the
purchase price of the securities, usually provides an attractive
means for recruiting and retaining key employees. The issuer is
able to establish and maintain stock option and stock purchase
plans which enable such employees to purchase securities at a dis-
count from the public market price, or to receive options at a fixed
price that are exercisable in the future when the underlying stock
has increased in value, thereby providing an attractive recruiting
tool for the issuer.81 The attractiveness is enhanced by the em-
ployee's ability to readily liquidate his investment in the securities,
an advantage not readily offered by private company share owner-
ship where value can only be realized through share redemptions of
acquisition of the firm, which often carries with it the prospect of
loss of control and security.
2. Products and Services of the Issuer
In drafting the prospectus, the issuer must be able not only to
describe each of its basic products and services, but also must be
able to identify the key strengths and advantages that the issuer pos-
ployee benefit plans can be registered for resale to the public by use of a "reoffer" prospectus
on Form S-3 which is included as part of a Form S-8 registration statement relating to the
same plan (see General Instruction C to Form S-8). The advantage of this procedure is that a
Form S-8, with its Form S-3 reoffer prospectus, can be filed 90 days following the completion
of the IPO and will become effective immediately upon filing. In addition, the SEC's Rule
701 allows issuers to issue securities to employees in certain circumstances which would be
eligible for resale 90 days following the IPO, without regard to the period of time such shares
may have been held by the employee. The decision as to whether or not to permit a secon-
dary offering of securities as part of the IPO is largely determined by the managing under-
writer based on its perceptions of the market for the securities at the time of the offering.
Excessive secondary sales by "insiders," either in the IPO or in the period immediately fol-
lowing, can be negatively perceived by the marketplace and may hamper the ability of the
issuer to sell the entire offering at the price desired or the underwriter's capacity to stabilize
trading activity after the IPO. Accordingly, underwriters usually require a "lockup" of ex-
isting shareholders' stock for a specified period of time following an IPO (typically from 90 to
270 days) in order to regulate aftermarket trading in the securities and significant restrictions
on resales may also be imposed by state securities authorities.
81. Stock purchases and option grants to employees may come under extensive scrutiny
under guidelines promulgated by various Blue Sky administrators. As described below, many
issuers are called upon to explain the reason for what the administrator believes are "exces-
sive" amounts of options and the issuer may be required to curtail future option grants for a
specified period of time as a condition to qualification of the IPO in that jurisdiction.
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sesses that will make the production and marketing of those prod-
ucts and services a profitable venture for the issuer's various
managers, employees and shareholders. In addressing these items,
care should be taken to cross-reference the perceived customer
needs within the targeted markets as well as the competitive factors
that operate within those markets and in related industries which
might provide substitutes or alternatives for the issuer's products
and services. Also, a candid expression of some of the weaknesses
of the issuer's product and service portfolio is very important and
appropriate, particularly in the context of understanding competi-
tive offerings and, if necessary, in drafting appropriate "risk
factors."
a Describe each of the issuer's major products and
services and identify any specific potential
strategic advantages associated with such
products and services.
Item 101(c)(i) of Regulation S-K requires a description of the
principal products produced and services rendered by the issuer in
each industry segment and the principal markets for, and methods
of distribution of, the segment's principal products and services. In
addition, the issuer must state for each of the last three fiscal years
the amount or percentage of total revenue contributed by any class
of similar products or services that accounted for 10 percent or
more of consolidated revenue in any of the last three fiscal years or
15 percent or more of consolidated revenue, if total revenue did not
exceed $50,000,000 during any of such fiscal years.
The issuer should also provide a description of the status of
any new product or industry segment (e.g., whether in the planning
stage, whether prototypes exist, the degree to which product design
has progressed or whether further engineering is necessary), if there
has been a public announcement of, or if the issuer otherwise has
made public information about, a new product or industry segment
that would require the investment of a material amount of the assets
of the issuer or that otherwise is material. However, this require-
ment, as set forth in Item 101(c)(ii) of Regulation S-K, is not in-
tended to require disclosure of otherwise nonpublic corporate
information, the disclosure of which would affect adversely the is-
suer's competitive position.
Once the issuer's products and services have been described, it
is then important to identify any innovative features, potential ap-
plications or technological characteristics which might serve as a
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basis for a particular strategic advantage. This means going beyond
the narrative description of products and services which typically
appears in the prospectus to examining, with respect to each major
existing product and proposed product, the revenue and cost struc-
ture associated with the product, the actual and potential markets
for the product, the distribution channels utilized for the product,
and the assets and resources of the issuer which are, and will be,
needed to support the product in the future, taking into account any
proposed expansion of the product offering.
Still another perspective to the issuer's product portfolio would
be to examine each of the products and services in light of their
particular stage in the "product lifecycle" and any demographic
trends that may provide an insight into the need to make further
modifications in the characteristics of the product or the marketing
efforts associated with the product or service. While many high
technology companies have only a handful of basic products and
services, other companies may have developed successive genera-
tions of products, each of which utilize increasingly more advanced
technology and are suited for differential potential markets based on
pricing and usage considerations.
b. Identijy the institutional practices and internal
and external arrangements that have been
developed by the issuer with respect to the
development, manufacture and
distribution of its products and serVices.
There are a number of key questions that should be answered
in order to understand how the issuer brings its ideas for products
and services to the marketplace. For example: Were the issuer's
existing products and services internally developed or acquired
from third parties? Does the issuer have its own manufacturing
capabilities or is it dependent upon third parties for key elements of
its production process? As to distribution, does the issuer have its
own sales force or is distribution primarily done through a network
of sales and marketing agreements in domestic and international
markets? Finally, does the issuer plan to make any material
changes in the aforementioned practices in the future and, if so,
how are such modifications to be funded?
The considerations regarding strategic partnering, particularly
with respect to suppliers and distributors, have already been noted.
Absent extraordinary access to significant amounts of financing
prior to the IPO, most high technology issuers will need to make a
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number of decisions regarding the allocation of relatively scarce re-
sources to various elements of the so-called "value chain," those
functional activities that lead from product conception to sale. Ac-
cordingly, the issuer must decide how it might effectively structure
its capabilities with respect to research and development sales and
distribution, customer service and field engineering.
For example, distribution typically presents a number of strate-
gic dilemmas for the high technology issuer. In many cases, the
cost of developing an internal marketing force which is capable of
effective sales activities throughout the United States and overseas
can be prohibitive. In those instances, the issuer looks to the forma-
tion of any number of OEM or distributor agreements to facilitate
the introduction and sale of its products. If third party relation-
ships have been formed, the issuer must attempt to identify whether
or not the distributor has a legitimate and serious interest in the
issuer's success and its products, the degree of dependence upon the
services of the distributor and the long-term effect of these relation-
ships on the issuer's overall development.
3. Managerial and Human Resource Strategies
Managerial and human resources are an important potential
strategic advantage for an IPO candidate and the information in-
cluded in the prospectus on that subject will be closely scrutinized
by the investment community. As noted above, required disclo-
sures are limited to information regarding the number of persons
employed by the issuer and a description of various compensation
and employee benefit programs. Therefore, the quality of the is-
suer's human resources is typically reflected in the "products" of
their talents, such as a unique technology rights position or excep-
tional management experience.
a Describe the experience and "motivational"
factors with respect to members of the
management team and key employees of
the issuer.
The quality of the issuer's managerial and human resources is a
function of the experience that such persons bring to the develop-
ment of the issuer's business and strategic planning. However, an-
other important factor in assessing the issuer's human resources is
the manner in which such persons are motivated to use their best
efforts to meet the overall business and financial objectives of the
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issuer. The foregoing not only refers to the level of compensation8 2
received by management and employees, but also reflects the degree
to which employees are able to participate in the key decision-mak-
ing processes relating to the issuer.
While some believe that "good management" is the most im-
portant "people" issue with respect to a potential IPO candidate,
others believe that long-term success is only insured if the issuer has
a strong pool of human resources as well as a set of programs
designed to continuously and positively motivate the employees to
remain with the business. To that end, the business plan should
describe the following elements:
1. Any internal organizational structures for communica-
tion between and amongst managers and employees re-
garding the anticipation of environmental changes and
formulating strategic responses to changes in the com-
petitive environment. Also, what is the process by
which appropriate objectives are established for the is-
suer and what supporting measures have been estab-
lished in order to monitor performance and award
incentives amongst employees?
2. What programs and procedures have been developed to
enhance and protect the issuer's human and technical
skills, including programs to encourage future develop-
ment and learning?
3. Any existing or projected compensation and or stock
plans, including the basis for inclusion of management
and employee personnel therein.83
Notice that "communication" and "participation" are empha-
sized prior to any compensation or equity ownership plans. The
ability of employees to participate with management in setting the
long-term strategic objectives of the issuer has been found to pro-
vide a sense of overall satisfaction that often exceeds that attainable
through mere cash incentives. The ability of a person to "control"
his own environment and to think and act independently and cre-
atively within the confines of any overall competitive plan can, in
82. Item 402 of Regulation S-K requires a good deal of detailed information regarding
executive compensation. Item 402(a) covers cash compensation, bonuses and deferred com-
pensation for (i) each of the registrant's five most highly compensated executive officers
whose cash compensation required to be disclosed exceeds $60,000 and (ii) all executive of-
ficers as a group. Item 402(b) requires a description of all plans pursuant to which cash or
non-cash compensation was paid or distributed to the executive group referred to above.
83. All stock option plans, bonus and profit-sharing plans, pension plans and other em-
ployee fringe benefits should be included in the description. Once again, the degree and man-
ner of disclosure regarding these matters is closely regulated by the SEC's guidelines.
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and of itself, be a significant strategic advantage. Hopefully, the
issuer can develop internal measurements of "creativity," be it in
the form of new product development ideas or the like, to support
this type of overall environment.
b. Describe the issuer's organizational structure
with respect to recruitment, promotion and
employee relations.
A high technology company involved in a growing and rapidly
changing industry must give a great deal of attention to its institu-
tional ability to recruit, assess and reward a strong team of dedi-
cated and talented managers and employees. Particularly in those
cases where an issuer is involved in an industry that is experiencing
tremendous competitive pressures due to the perceived availability
of market opportunities, employees with specialized talents and
skills will be likely targets for the recruitment efforts of other firms
which might offer higher salaries and greater relative equity com-
pensation packages.
An effort should be made to analyze the growth and effective-
ness of the issuer's human resources function. In many cases, an
IPO candidate will not have had the opportunity to develop a so-
phisticated human relations or personnel department. Also, the size
of the entire workforce may not justify the expenditure of great
amounts of time or effort on the subject. Moreover, in those cases
where the issuer is not manufacturing or producing most of its own
products, it is likely that the size of the workforce will be small
enough so that each employee already has some equity participation
in the issuer's overall business successes.
However, given the ambitious expectations of the investment
community regarding future growth of the IPO candidate, it will be
necessary to examine several significant questions regarding histori-
cal and projected human resource development, including some of
the following:
1. Has the issuer experienced any difficulties in obtaining quali-
fied personnel, due to location or otherwise, and has the is-
suer suffered any material problems with respect to
personnel turnover? If a problem does exist, has the issuer
developed any plans to improve the personnel situation in
the future?
2. Does the issuer prefer to hire and train its own people, or has
the issuer engaged in acquisitions of other companies, assets
or personnel to expand and develop its business?
3. Does the human resource proffle of the issuer reflect experi-
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ence with one or more specific firms in the issuer's industry
and, if so, how does that experience impact the overall cul-
ture of the issuer?
4. Has the issuer engaged in significant divestitures of parts of
its business, or has the issuer significantly modified its busi-
ness plans regarding product development? If so, what effect
have these changes had upon morale amongst the issuer's
personnel?
5. What are the personnel practices of the issuer's competitors
and how are they perceived amongst the industry and the
issuer's own employees? Also, has an effort been made to
understand the needs and motivations of the issuer's
employees?
4. Technology Rights of the Issuer
Item 101(c)(iv) of Regulation S-K requires a description of the
importance of trademarks, patents and franchises to segments of the
issuer's business. It is important to get a sense of the importance of
the issuer's technology rights by contacting outside experts, such as
current or potential distributors or customers. By doing so, counsel
will get a fuller appreciation of the significance of the issuer's tech-
nology rights, and will also get an idea of whether or not the issuer's
technology rights are state of the art or are likely to be made obso-
lete by the activities of potential competitors.
The importance of technology to a business enterprise may
vary depending upon its purpose, mode of operations and the envi-
ronment and markets in which it competes. For example, the
growth and development of a high technology firm clearly depends
upon its ability to build and maintain a strong portfolio of technol-
ogy "assets" in the form of patents, trade secrets, trademarks and
copyrights.84 On the other hand, the strength of other firms may lie
not in technology or research, but in its skills in production, mar-
keting and distribution. Even in those cases, technical assets such
as production "know how," trade secrets (e.g., customer lists and
informational databases) and trademarks may play an important
role in the success of the firm. In examining the technology posi-
tion of the IPO candidate, counsel must carefully understand the
84. A detailed description of the various statutory and nonstatutory technology rights
referred to in the text is beyond the scope of this article. In addition to taking advantage of
the specialized skills of experts in each of these areas, counsel may also wish to consult one or
more of the treatises that have been written in each of the substantive areas, including NIM-
MER, NIMMER ON COPYRIGHT (1984); CHIsUM, PATENTS (1984); MCCARTHY, TRADE-
MARKS AND UNFAIR COMPETITION (2d ed. 1984); GILSON, TRADEMARK PROTECTION AND
PRACTICE (1984); and MILGRIM, MILGRIM ON TRADE SECRETS (1984).
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role that the technology rights play in the competitive environment
of the issuer.
It is important to make a complete assessment of the issuer's
existing technology rights: how they were obtained; how the tech-
nology and information is being protected and, to the extent regula-
tory filings have not been made, on what basis statutory protection
is not being pursued; how and to what extent the technology and
productive use of the information depends upon the skills of key
employees or licenses obtained from third parties; what technology
is being utilized by current and prospective competitors; how new
and supplemental technology will be obtained and developed; and
what, if any, future agreements might result in a technology trans-
fer, by license or otherwise, to third parties. From this, the answers
to three key questions should be obtained:
a. Will the issuer be free to use its technology
rights for the commercial development of
products and services that can be sold and
distributed in its target markets?
Sometimes referred to as "infringement analysis," the inquiry
at this point assumes that the technology rights will not be im-
proved or further developed and asks whether or not they will, in
their present state, infringe upon the rights of third parties or be
subject to claims of ownership from any former employer due to an
alleged theft of trade secrets by an employee of the company.
Counsel must analyze the manner in which each material piece of
technology and confidential information was developed or acquired
by the issuer in order to anticipate any future problems. Also, the
issuer should identify any actual or known potential competitors
who may have perfected rights which might create an infringement
issue.
If the patent position of a competitor appears to cover the is-
suer's technology or other confidential information, it may be pre-
cluded from using the technology until the term of the underlying
patent expires. A similar situation may occur if concerns exist re-
garding a key employee's activities with a former employer.8" In
those situations, thought should be given to entering into a license
85. The prospect of litigation with a former employer of one of the company's key
employees can, and should, cause great concerns on the eve of any financing including an
IPO. Counsel should clearly understand the procedures followed by the company during the
course of any employee's "move" from the old to the new employer. In this regard, reference
should be made to the discussion in Bunker, "A Trade Secrets Checklist for Hiring Employees
From Competitors," I CEB CALIFORNIA BusINEss LAW PRACTITIONER 18 (Spring 1986).
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or other appropriate agreement with the other party, even if the
subject technology is not currently being used or exploited by such
party. Also, if a portion of the technology has been acquired under
the terms of any license or similar agreement with third parties, a
review should be made of any provisions which might restrict the
use or transfer of the technology, as well as any provisions dealing
with the ownership of rights to any improvements, enhancements or
modifications.
b. Assuming that the issuer will be free to use the
technology rights without fear of adverse
claims by third parties, do the technology
rights, in their current form, provide the
issuer with a satisfactory level of protection from
competition by third parties?
Answering this question involves an analysis of the quality of
the technology rights as well as the strength of the procedures which
have been implemented to insure that the technology and confiden-
tial information has been adequately protected by appropriate statu-
tory filings and internal practices calculated to maintain the
integrity and confidential nature of any trade secrets. Obviously,
even well protected and documented technology may be of little
value if it does not provide the owner with a unique competitive
advantage. Correspondingly, the most creative research and devel-
opment plans may fail to bring the desired return to the owner if the
technology and resultant products are not eligible for, or do not
receive, adequate protection.
The quality of a given technology package will depend upon its
composition. For example, the commercial value of a patent will
depend upon the breadth of its claims and the relation of those
claims to the key technical components of the subject product.
Therefore, a fairly narrow or weak patent may have a high commer-
cial value because of the particular feature that it covers, its utility
in supporting a defense against a third-party patent infringement
claim or otherwise blocking a competitor's attempt to obtain a pat-
ent on its own technology, or because it forces a competitor to make
costly design changes, which reduce the competitiveness of the
product, in order to avoid a claim of infringement.
If the technology rights consist mainly of trade secrets, which
may be the case because the owner does not wish to disclose sensi-
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tive information in a patent application, 6 the analysis must take
into account the fact that actions with respect to trade secrets gen-
erally lie only in the case of theft or. misappropriation. Thus, a real
risk exists that competition may arise from third parties who inde-
pendently develop similar products or acquire the information
through lawful means.8 7 In such cases, great care should be given
to evaluating the internal procedures which have been implemented
to protect the trade secret information. 8 Also, some analysis
should be done as to whether some limited form of patent protec-
tion89 might actually be useful for prolonging the life of the compet-
itive advantage and otherwise dissuading the independent
development efforts of competitors.
86. Patent protection may not be pursued in instances where the technology is moving
so fast that the patent claims will become outdated before the patent issues. Also, trade secret
protection may be preferred if the patent that would be issued is so "weak" that others would
simply "invent around" the claims contained therein.
87. As noted in the text, "independent development" operates as a defense to a claim of
trade secret misappropriation. It has been suggested that trade secret protection can be cir-
cumvented by product development efforts that are done in a manner that does not infringe
upon the rights of others yet takes advantage of careful analysis of innovative techniques
embodied in existing products. See Davidson, "Reverse Engineering and the Development of
Compatible and Competitive Products Under United States Law," 5 SANTA CLARA COM-
PUTER AND HIGH TECH. L. J. 399 (1989), which provides a useful introduction to some of
the things that must be borne in mind with respect to "reverse engineering" activities. But
see Lake, Harwood and Olson, "Tampering with Fundamentalt" A Critique Of Proposed
Changes in EC Software Protection," 6 THE COMPUTER LAw. 12:1 (Dec. 1989), where the
authors argue vigorously against any modifications to European Community copyright pro-
tection which would have the effect of facilitating reverse engineering activities. The article
also contains a number of annotations on the subject.
88. See Slaby, Chapman and O'Hara, Trade Secret Protection: An Analysis of the Con-
cept "Efforts Reasonable Under the Circumstances to Maintain Secrecy," 5 SANTA CLARA
COMPUTER AND HIGH TECH. L. . 321 (1989), which contains a summary of case law and
commentaries on the subject of trade secret protection. A trade secret protection program
directed at maintaining the confidentiality of specified information should include a practice
of identifying the trade secret and specifically marking it as "confidential" or "proprietary";
restricting access to the information on a "need-to-know" basis and maintaining documenta-
tion with regard to such procedures; specific instructions to employees as to the restrictions
on disclosure of the information; consistent use of detailed confidentiality agreements with
employees, vendors, purchasers or licensees; and the use of security measures calculated not
only to maintain the confidentiality of the information, but also to put outsiders on notice
that the information is to be treated as a confidential trade secret of the company.
89. In many cases, patent protection may not be available for trade secrets because of
prior art or the failure to make a timely filing of the patent application. When it is antici-
pated that patent protection will be sought for a particular invention, the inventor should
take certain steps to document the development process. Also, once an invention has been
conceived, it may make sense to conduct a patentability search with the assistance of patent
counsel in order to assess whether or not the invention will satisfy the "novelty" requirements
necessary to obtain patent protection. See Calvey, "Proprietary Protection of Product or
Service," in Start-Up Companies Planning, Financing and Operating the Successful Business
(Law Journal Seminars-Press 1985, revised 1988).
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The strength of the issuer's technology rights really depends
upon whether or not the various components thereof have been
properly maintained. An investigation should be done to insure
that patents remain valid. Also, patent, trademark and copyright
registrations should be maintained and, if necessary, renewed. Con-
tractual restrictions and covenants in third party technology agree-
ments, such as licenses, should be reviewed to insure that no
defaults exist9" and any prior "transfer" or assignment documents
from third parties should be reviewed to insure that they effectively
conveyed title to the relevant technology or confidential informa-
tion to the issuer. Also, if possible, an independent search should be
conducted to ascertain whether any liens or mortgages have been
imposed on the technology.
c. What steps can be taken to enhance the issuer's
technology rights portfolio by improvement or
development of its technology or by
strengthening the degree of protection for
the existing technology?
Based on the aforementioned business and legal analysis, the
issuer should have reached an understanding regarding the state of
development of its technology rights, the likelihood that a patent
will issue with respect to an important piece of technology, the fea-
sibility of the technology, the availability of any competing products
that may undermine the value and utility of the technology as it
presently exists and the likelihood that significant trade secret infor-
mation will be lawfully disseminated into the public domain. At
some point, it may be determined that the ultimate long-term viabil-
ity of the issuer really depends upon certain improvements being
made to the technology itself or the protection program that sur-
rounds it.
The desire of the investment community to invest in an IPO
candidate when the proceeds will be utilized primarily for the devel-
opment and improvement of its technology rights,91 rather than for
the current production and sale of products and services, really de-
90. For example, a license agreement may contain options, reversions, durational limi-
tations, territorial limitations and other restrictions on the rights granted to the company.
91. Item 101(c)(x) of Regulation S-K requires disclosure of the amount, if material,
spent during each of the last three fiscal years on issuer sponsored research and development
activities, and, if applicable, similar information for the same periods relating to customer
sponsored research activities. A research and development plan should be developed, includ-




pends on an assessment of the amount and type of work that re-
mains to be done to bring the technology to the desired level and,
most importantly, a belief that the completed work will create a
technical position that justifies the risk of an investment in the is-
suer and which can reasonably be expected to bring an appropriate
return on the invested capital over time.
If, as a result of the due diligence investigation, a conclusion is
reached that the issuer has not taken appropriate steps to effectively
protect its technology rights, yet those rights do not appear to in-
fringe upon the known rights of others, it may be appropriate to
design a program to strengthen the technology rights position. For
example, a number of patent applications can be prepared and ified
in multiple jurisdictions in a matter of months, with the result being
that the value of the rights themselves would be significantly higher.
This strategy may be particularly valuable when the issuer's busi-
ness plan contemplates operations, through licensing or otherwise,
in foreign jurisdictions.92 The content and development of the is-
suer's technology rights also must take into account a number of
additional environmental factors. For example, as noted above, due
regard should be given to the impact of governmental regulation in
the area (Le., health and environmental considerations, as well as
the effect of antitrust laws upon joint research and development re-
lationships). Also, products which depend upon the performance of
new and relatively untested technology, or which address problems
which arise in relatively "high risk" areas (e.g., health care), raise
questions as to the need for product liability insurance and its avail-
ability. If insurance is inadequate, unavailable or unusually expen-
sive, appropriate disclosures should be made in the prospectus.
As noted below, the issuer's technological position is a key ele-
ment of the value chain and may, in some instances, form one of the
issuer's strategic advantages. Interestingly, in the case of some high
technology companies, managers tend to dismiss the sustainability
of long-term technical advantages, anticipating the ability of com-
petitors to rapidly develop new or comparable technologies. Ac-
92. A number of alternative forms exist for a "presence" in a foreign market, including
sales through domestic agents or distributors, an internal program of export to the foreign
market, local agents in the foreign market or a "registered" presence, such as a branch office,
joint venture company or wholly-owned subsidiary. The form in which the company chooses
to do business in the foreign jurisdiction depends upon perceptions of such things as political
risk, local control policies, discriminatory practices aimed at foreign business entities, cur-
rency considerations, export-import restrictions, the availability of skilled labor and the com-
petitive environment within the market. Counsel's job is to understand the potential
restrictions imposed on the desired foreign presence particularly, in the context of this sec-
tion, any impediments to the desired development and protection of technology rights.
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cordingly, if the issuer's key strategic strength at the time of the
IPO is its technology rights position, an explanation should be pro-
vided of any plans to develop complementary skills, such as produc-
tion and marketing capabilities, that can sustain growth and
expansion after the initial technical advantage has been reduced by
the lawful actions of competitors.
5. Physical Assets of the Issuer
The description of an issuer's physical assets in the IPO pro-
spectus is usually limited to a brief elaboration on the site and size
of its business and manufacturing facilities. However, an assess-
ment of the physical assets of an issuer should not be limited to a
description of its facilities. Instead, an examination should be made
of the effect that the location and capabilities of the issuer's facilities
will have on its becomes quite important, not only for cost-effective-
ness, but also in relation to the issuer's ability to recruit and retain
appropriate human resources and to move its products and services
quickly into the appropriate distribution channels and manufacture
and package its products and services on a cost-effective basis.
a. Provide a physical description of all offices,
plants, laboratories, warehouses, stores,
outlets, studios, or other facilities of the
issuer, including the size of the plots,
square footage of enclosed space and other
relevant physical characteristics.93
The information should include a list of all real estate owned
by the issuer, including, without limitation, the following: (a) the
improvements on the property, (b) the assessed valuation and
amount of current real estate taxes, (c) any mortgages, including
amount, rate of interest and due date, (d) any liens or encum-
brances, and (e) the estimated present value of the property. Also, a
description of all real estate leased by the issuer should be listed
along with a description of (a) the amount of space, (b) the rent
93. Item 102 of Regulation S-K requires that the registrant "[s]tate briefly the location
and general character of the principal plants, mines and other materially important physical
properties of the registrant and its subsidiaries. In addition, identify the industry segment(s)
that use the properties described. If any such property is not held in fee or is held subject to
any major encumbrance, so state and describe briefly how held." The instructions to Item
102 state that what is required is such information as reasonably will inform investors as to
the suitability, adequacy, productive capacity and extent of utilization of the facilities by the
registrant. Detailed descriptions of the physical characteristics of individual properties or
legal descriptions by metes and bounds are not required.
[Vol. 6
STRATEGIC PLUNING ANAL YSIS
(fixed and contingent), (c) the term of the lease, (d) the .renewal
options, if any, (e) the purchase options, if any, (f) the minimum
amount of annual gross rentals, and (g) the minimum total gross
rental obligation to expiration of all leases in force. Due diligence
in this regard would include an inspection and review of the proper-
ties of the issuer, including an examination of title, title insurance
policies, mortgages, tax and judgment liens and financing
statements.
b. Does the issuer intend to enlarge its present
areas of distribution or service and, if so, what
effect will such expansion have on the
adequacy of existing physical resources?
A review should be made of the issuer's control over its pro-
duction facilities and distribution systems. Particular attention
should be paid to the ability of the issuer to inject new and innova-
tive production technologies and ideas into its production and dis-
tribution systems in order to facilitate the cost-effective
development and production of new products. In a sense, an issuer
can compete on the basis of its ability to adapt assembly line facili-
ties and expand its distribution structures over time. However, an
issuer's ability to make such changes and adaptations really depends
upon its rights under existing agreements relating to its facilities, its
ability to expand its facilities and the amount of financial resources
which are available for such purposes.
c. Are raw materials important to the issuer and its
industry? If so, what sources are available to
the issuer and to its competitors and what
restrictions might arise with respect to
such resources?
Item 101 of Regulation S-K requires that the issuer make cer-
tain disclosures regarding the sources and availability of raw mater-
ials. As noted above, supplier relationships are a key strategic
partnering issue for any IPO candidate and any analysis should take
into account not only the requirements of the issuer, but those of
other industry participants. Obviously, any physical or volume lim-
itations will be highly relevant. The existence of any governmental
regulations or overall policy considerations that effect supply rela-
tionships, perhaps with regard to export or trade objectives, should
also be factored into the analysis.
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6. "Value-Chain" Analysis
Once the overall analysis of the issuer's products and services,
managerial and human resources, technology rights, and physical
assets has been completed, an attempt should be made to isolate
those specific strategic advantages which the issuer might possess
that are relevant to competing in its chosen markets. "Value-chain
analysis" recognizes the process by which a firm develops, produces
and distributes its products and services and consists of a series of
questions designed to highlight the issuer's specific strategic advan-
tages. In essence, the exercise is designed to establish the basis upon
which the issuer will compete in the future and, to some extent, to
identify those areas in which the issuer's skills fail to match the
expertise of competitors. In any event, the following questions
should be considered, both for the issuer and each of its
competitors:
1. Is the issuer able to compete on the basis of its strengths in
procurement, processing or manufacturing?
2. Is the issuer able to compete on the basis of its practices
with respect to inventories, packaging or production flexibility?
3. Is the issuer able to compete on the basis of its strengths
with respect to sales, distribution, customer service, delivery, pro-
motion, maintenance or field engineering?
4. Is the issuer able to compete on the basis of the character-
istics and capabilities of its products and services?
5. Is the issuer able to compete on the basis of its operational
flexibility to accept its products to meet the needs of different cus-
tomer "niches"?
6. Is the issuer able to compete on the basis of its human re-
sources strategies?
7. Is the issuer able to compete on the basis of its strengths in
the area of research and development?
8. Is the issuer able to compete on the basis of a unique tech-
nological advantage, which is either embodied in its product line or
is utilized in the course of its manufacturing?
9. Is the issuer able to compete on the basis of its financial
assets or strategic business relationships?
10. Is the issuer able to compete on the basis of its managerial
skills, internal controls or innovative business goals and
philosophies?
Once the key components of the relevant value chain for the
issuer's products and services are identified, and the issuer gains
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some sense of the industry's key success factors, the issuer can
choose the basis upon which it wishes to compete and can also un-
derstand the manner in which the competition will seek to enter the
marketplace. For example, a product that is technically "inferior"
may flourish in the marketplace due to the exceptional distribution
capabilities of the manufacturer. In other cases, pricing advantages
may be available by virtue of the manufacturer's ability to use low-
cost production facilities in an offshore location. The key is to iden-
tify the crucial point in the value chain where a strategic advantage
is available, make that advantage an essential element of the issuer's
strategic mission, and emphasize that advantage in the disclosure
documents relating to the IPO.
C. The Customers
Once the prospective strategic advantages of the issuer are
identified, the relevant marketplace for the issuer's products and
services must be analyzed and an effort should be made to under-
stand customer needs and the function that the issuer's products
and services might play in satisfying those needs in a manner that
differentiates the issuer from its competitors. Once determined, the
issuer must select a market entry strategy that complements the
strategic advantages identified in the analysis of the issuer, ad-
dresses the known success factors within the industry, and that is
capable of being supported by coherent pricing, distribution and
promotion strategies.
1. Describe the issuer's potential markets and industry
segments, including a market analysis and
forecast, a summary of industry trends and the
place of the issuer's products within the
industry and market frameworks.
This general introduction may, to some extent, reflect the is-
suer's "hopes" as opposed to its realistic expectations based on cur-
rent capabilities. However, an accurate market analysis will be
useful and will help focus the search for the important strategic fac-
tors within the marketplace, at least in the eyes of the customers.
Specifically, each target market should be segmented by size and
volume, the products and services used, the sophistication of the
customers, the amount of innovation required to meet the needs of
the customers, the amount of customizing required in order to pen-
etrate a specified market and the importance of producing a "stan-
dardized" product.
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2. Provide a three-year history of the names, addresses
and volume of purchases of major customers or
outlets for the issuer's products and services.
After describing the issuer's market objectives, it is important
to understand the historical and existing market for the issuer's spe-
cific products and services. Item 101(c) of Regulation S-K requires
that if the sales to one customer are in the aggregate equal to ten
percent or more of consolidated revenues, the name of the customer
must be disclosed if the loss of that customer would have a material
adverse effect on the issuer. However, a listing of each of the is-
suer's material customer relationships, even though not required
under Item 101(c), will facilitate an analysis of the issuer's products
and services in the broader context of the marketplace.
3. Analyze the needs and requirements of the
marketplace and the manner in which they might
be satisfied.
The most important step in understanding the needs of the
marketplace is to examine the issuer's relationship with each of its
major customers.94 In doing so, a number of key questions can be
asked and answered, such as:
1. Has the issuer, through contractual arrangements or long-
term loyalty, established a relationship with each of its major
customers such that those customers are unlikely to
"switch," either to another vendor or to self-production?
2. What economic factors face the "decision-makers" at each of
the issuer's major customers; what incentives might there be
to switch or use substitute products?
3. How important is the issuer's product or service in the cus-
tomer's ultimate product or service, both technically and in
terms of cost? Is the customer a licensee of certain technol-
ogy rights owned or controlled by the issuer?
4. How sophisticated is customer information regarding the
product or service offered by the issuer and the marketplace
for such products or services?
5. How might the customer be viewing overall trends in the
94. Due diligence on this matter requires a review of the terms of sale contracts for the
products and services of the issuer in order to analyze any warranties or other contingent
obligations of the issuer as seller after the sale, including ongoing maintenance and repair
obligations and financing arrangements extended by the issuer to its customers. Disclosures
are required regarding extended payment privileges and return policies, particularly as they
effect the issuer's working capital requirements. In addition, great care should be taken in
disclosing potential warranty obligations, particularly when the products do not have a
proven record of warranty claims.
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issuer's own industry and in the customer's own business.
How might these trends differ and what might the conse-
quences be for future dependence and reliance upon the is-
suer's products and services?
In analyzing the various relationships between the issuer and
its major customers, it is important to take note of whether or not
the issuer has established and maintained its own internal infra-
structure dedicated to motivating employees to seek, meet and un-
derstand the needs of the customer base. Among the questions to
be answered in this regard are "How does the issuer 'interact' with
customers in order to understand their needs and requirements?,"
"Is the issuer perceived by customers to be 'responsive' in that re-
gard?" and "Is the issuer committed to customer service?"
While an issuer may be doing a good job in anticipating and
meeting the perceived needs of its existing customer base, it is im-
portant to gain a sense of how customer needs are defined in the
industry and how competitors may be meeting the needs of their
customers in a manner that differs from the focus of the issuer. Ac-
cordingly, important competitor-customer relationships should be
examined in the same manner as described above, thereby creating a
means for understanding the strategic advantages of each of the is-
suer's competitors and the types of strategies that might be success-
ful in permitting the issuer to enhance its market share at the
expense of competitors.
For example, it is often said that customers seek "quality" as
the most important factor in a vendor relationship. If that is the
case, an effort should be made to describe the quality dimensions in
the particular industry in which the issuer is competing. This in-
cludes the manner in which quality is measured, the customers' per-
ceptions of the quality component of different businesses and how
those perceptions were developed and altered over time. Quality is
defined by the expectations of the customer, not by the producers.
As such, the issuer will need to be cognizant of such things as dura-
bility, lack of defects, reliability and serviceability, special features
or an overall "quality name" which is a function of historical cus-
tomer satisfaction and promotional activities.
4. What channels of communication exist between the
issuer and its potential customers?
Communication between buyer and seller can occur on a
number of formal and informal levels. Obviously, promotion and
advertising play an important part in the selling effort associated
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with the issuer's products and services. Thus, a review should be
made of all brochures, catalogues, mailers, publicity releases, news-
paper or magazine articles, and other selling literature which is dis-
tributed by or concerning the issuer, its products, personnel or
services. Also, an understanding should be achieved regarding the
incentives and compensation available to the issuer's sales repre-
sentatives and distributors in the area of promotion.
Yet another element of selling and communications activities is
the day-to-day informal interaction between the issuer and its cus-
tomers, which takes the form of routine inquiries and discussions
regarding the terms of purchase and sale, warranties, returns and
shipping dates. These informal contacts are just as important in
insuring customer loyalties as are more formal contacts and great
attention should be paid to the manner in which customer relation-
ships are formed and maintained through special promotions, dedi-
cated sales representatives and attention from top management to
important accounts and distribution relationships.
As noted below, the issuer's public profile is also a function of
its participation in industry trade group activities, conferences and
trade journals. Each of these activities provides a means for the
issuer and its personnel to convey its strengths to a relevant interest
group within the industry which, if not customers themselves, are in
a position to form and direct a consensus within the industry re-
garding the issuer and the capabilities and characteristics of prod-
ucts, services and management capabilities. Accordingly,
management should be encouraged to participate in those trade
shows and industry conferences which are designed to insure broad,
yet controlled, exposure of the issuer to the investment community
and other aspects of the "planning environment" referred to below.
D. The Competition
Although the issuer may have a significant strategic advantage
in its chosen market, perhaps in the form of innovative and proprie-
tary technology, it can be expected that a properly chosen market
niche that is expected to expand in the future will attract competi-
tion from a number of disparate firms. Accordingly, an under-
standing of the forces driving industry competition should be
developed that takes into account the actions and skills of existing
participants and potential competitors, each analyzed in the same
manner as was done with respect to the issuer; any barriers to entry
which might be faced by new competitors; potential "substitutes" in
the form of products or services which provide either a better an-
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swer for or, in some cases change, the needs of the customer; and
the potential actions of parties who are already involved in the rele-
vant value chain which might materially impact the issuer's market
strategies.
1. List the issuer's major competitors and describe the
nature and area of their competition, be it direct
or indirect. What is the issuer's rank within the
industry, both in terms of sales volume and
with respect to the characteristics upon which the
needs of the customer are satisfied?
Item 1O1(c)(x) of Regulation S-K requires a description of
competitive conditions in the issuer's business including, where ma-
terial, the identity of the particular markets in which the issuer
competes, and an estimate of the number of competitors and the
issuer's competitive position, if known or reasonably available to the
issuer. The principal methods of competition (e.g., price, service,
warranty or product performance) also should be identified, and
positive and negative factors pertaining to the competitive position
of the issuer, to the extent that they exist, should be explained if
known or reasonably available to the issuer.
Issuers tend to respond to Item 1O1(c)(x) by simply listing one
or more competitive factors without any serious attempt to discuss
the issuer's strategies within the context of the overall competitive
environment. Moreover, issuers sometimes dwell upon an analysis
of the actions of competitors while forgetting to concentrate on the
needs of current and potential customers. The most important
product of investigating various competitive factors is an under-
standing of the strengths and weaknesses of the competitors as well
as those strategies which appear to have been successful in satisfy-
ing customer needs. Not only may the issuer seek to replicate the
strategies of others, provided that they are consistent with the is-
suer's own strengths and weaknesses, but the information is also
helpful in anticipating the reactions of competitors to the strategic
actions of the issuer.
2. How difficult is it for new competitors to enter the
industry?
High technology companies are often involved in the formation
of new and innovative industries. As such, the risk of new competi-
tion is particularly high, especially when it is anticipated that signif-
icant profit margins can be realized and that the market will be
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expanding over the next few years. Factors to be taken into account
in determining the risk of new competition include economies of
scale achieved by existing competitors and the amount of capital
required to effectively achieve the needed level of scale economies,
the proprietary nature of any products or technology, as well as the
importance of brand identification; "switching costs" for the cus-
tomer base; the availability of appropriate distribution channels; the
existence of any absolute cost advantages; and any regulatory barri-
ers to entry into the industry.
"Barriers to entry" come into play in at least two ways. First,
an issuer may wish to construct barriers making it difficult for com-
petitors to enter the market. Alternatively, entry barriers present
strategic problems when the issuer is itself looking to enter new
markets. Barriers appear to arise when an industry participant has
a broad product line, an installed base of satisfied customers, is a
pioneer in the industry and has established a known "name" and
reputation, or has a technology rights position which is superior
and not easily duplicated by competitors. In order to construct one
of the aforementioned barriers, it is important for a high technology
company to meet all known and announced expectations of its cus-
tomers or other competitors with respect to product introduction,
quality and development.
Failure to adequately and candidly assess and describe the
competitive aspects of the issuer's industry is a common fault in
IPO disclosure and one which increasingly exposes issuers and their
underwriters to potential liability in shareholder litigation, particu-
larly if the poor performance of the issuer's securities can be attrib-
uted to "unforeseen" or, at least, "undisclosed" trends in the
competitive marketplace. As noted above, issuers tend to comply
only with the minimum disclosure requirements of Item 101(b) of
Regulation S-K relating to "competition." However, it should be
clear that a thorough analysis of the issuer's business and prospects
is not possible without an integrated discussion of competition, cus-
tomer needs and the issuer's own strategic advantages.
E. The Planning Environment
Clearly, it is not enough to simply understand the issuer, the
customers and the competition in isolation. It is necessary to inte-
grate that knowledge into a cohesive process aimed at successful
decision-making. This typically requires an analysis of the dynam-
ics and future of the business and social environment in which the
issuer, its potential customers and its competitors will be operating,
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the critical choice of the strategic business factor(s) which tend to
segregate "winners" and "losers" within the marketplace, the estab-
lishment of realistic goals and objectives and a timetable setting
forth the future financial and market milestones for the issuer, and
the ability to build an organizational structure with the requisite
flexibility to respond to environmental changes.
Environmental changes can come from a number of directions.
First, there is technological uncertainty which affects the issuer's
product designs and its manufacturing processes. Second, there is
market uncertainty reflected by changes in customer needs and in
the manner in which the products and services might be most effec-
tively distributed. Third, there is competitive uncertainty due to the
formation of new business and strategic alliances between competi-
tors or related firms. Finally, industrial and market characteristics
may change quite rapidly as new industry standards emerge or com-
petitive technologies begin to intrude into market opportunities.
Whatever the case, the issuer must develop institutional structures
and articulate appropriate strategies which have the capacity for
rapid adaptation, continuous learning and assimilation and under-
standing of environmental trends.
1. In addition to customers and competitors, identify the
other significant 'players" in the issuer's industry
environment
The first step in understanding the broader planning environ-
ment in which the issuer operates is identifying some of the other
"interested parties." These would include trade organizations,
"lobbying groups," stock analysts and researchers, marketing con-
sultants and government regulators. Once identified, the relation-
ship, if any, between these parties and the issuer should be described
and some idea of the relative importance of these relationships
should be determined. For example, do trade groups operate in a
manner that establishes industry standards for each of the indus-
try's participants? If so, how active are the issuer's competitors in
these organizations?
2. What is the reputation of the industry and its
participants in the overall business community?
What is the specific reputation of the issuer
amongst its competitors and potential
customers and employees?
A good deal of attention has been paid to the issuer and its
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competitors. At this point, it is necessary to take one step back and
look at the industry in the context of the more general business en-
vironment. For example, what role does the industry play in the
general domestic economy? What is the reputation of the industry
in political, economic and social circles? How are firms in the in-
dustry typically funded (Le., are they larger public companies with
a great deal of visibility or are they smaller companies, either
"stand-alones" or divisions of larger enterprises)?
A similar view should be taken of the issuer itself. What is the
issuer's reputation with respect to its own unique business culture,
its manner of operations, its business ethics, its announced "strate-
gic mission," its reputation amongst its employees and its reputa-
tion within the communities in which it operates. Are the managers
of the issuer among industry leaders and have they assumed a high
proffle with respect to political and economic issues relating to the
current and future structure and vitality of the industry? In short,
the issuer's public "profile" prior to the IPO is an important
consideration.
3. Is the issuer's industry vulnerable to competition
from foreign firms, and how have firms within the
industry reacted to such challenges?
Technology has become a global enterprise and high technol-
ogy firms must take into account the effect of competitive practices
in foreign countries, many of which differ in substance and effect
from those which operate in the United States. The existence of
international competition should have been noted in the analysis of
competition described above. Moreover, the basis upon which in-
ternational firms may compete with the issuer and its domestic col-
leagues should be clearly understood in the context of international
trade and import and export concerns.
In many cases, the perceived threat of international competi-
tion is so acute that labor or governmental lobbying groups may be
formed for the purpose of advocating specific governmental trade
actions aimed at regulating the entry of foreign products into do-
mestic markets. The issuer's involvement in, and attitude toward,
these activities should be examined and the expected effect of gov-
ernmental action should be analyzed. The impact of international
competition is also felt when those firms seek to make acquisitions
of, and alliances with, domestic firms or serve as a means for inter-




4. How do regulatory standards influence the industry
and to what extent is the issuer and its competitors
involved with defining and influencing those
regulatory standards and the manner in
which they are enforced?
High technology firms, particularly those active in the medical
and life sciences, may be subject to a good deal of regulation regard-
ing the development and ultimate sale of their products and serv-
ices. If this is the case, the attitudes and objectives of the various
regulatory bodies should be clearly understood, as is the case when
the issuer is subject to environmental regulation. 95 To the extent
that the issuer, or the industry as a whole, is engaged in an ongoing
and meaningful dialogue with regulators and relevant policymakers,
the content of those discussions should be assessed in light of the
overall competitive pressures and the time and financing required to
complete any regulatory approval procedures.
5. How has management reacted to significant changes
and difficulties during the development of the
business and how, based on their experience and
history, can they be expected to react to
environmental changes in the future?
As suggested elsewhere, an IPO represents a very drastic envi-
ronmental change in the manner in which the issuer and its manag-
ers have conducted business operations in the past. For all the
advantages of a public offering of securities, there are a number of
significant potential disadvantages which management and current
controlling shareholders must consider in the course of deciding
whether to pursue an IPO, including the following:
Fiduciary Obligations. To an even greater extent than was the
case with the closely-held enterprise, management, directors and
controlling shareholders owe fiduciary duties to their new "outside"
shareholders. Officers, directors and 10% shareholders are likely to
become subject to the short-swing profit provisions of Section 16(b)
of the Exchange Act and also must be cognizant of the potential
civil and criminal liability associated with trading in the issuer's se-
curities on the basis of material information not otherwise disclosed
to the broader trading public. Although officers and directors may
have insurance or indemnification agreements, either by contract or
95. Item 101(b) of Regulation S-K requires detailed disclosures regarding the effects on
capital expenditures, earnings, and competitive position of the issuer resulting from environ-
mental regulations.
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statute, which protected them from a number of shareholder ac-
tions, those provisions will, in most cases, be inapplicable to the new
liabilities created by the decision to undertake the IPO.
Loss of Managerial Control and Discretion. At or immediately
prior to the time of the IPO, it is likely that outside directors and
new management members will be added to the firm, thereby dilut-
ing the control previously enjoyed by the existing management
group. In addition, shareholder approval of basic organizational
changes, including amendments to the issuer's charter documents
and the adoption of employee stock purchase and stock option
plans will be made more difficult due to the time-consuming and
expensive process of approval required by the proxy rules and regu-
lations of the Exchange Act and the greater number of sharehold-
ers. It is for this reason that many of these "corporate
housekeeping" matters are attended to by the smaller shareholder
group prior to the offering.
As a public company, management's business judgment will be
increasingly subject to evaluation and analysis by the investment
community and, as a result, management may unwisely focus on
short-term profitability at the expense of implementing programs
designed to enhance the long-term viability of the issuer's opera-
tions. For example, while a private company could decide to absorb
large losses over a multiple year period in order to develop a sub-
stantial market share, this is often unacceptable to public sharehold-
ers seeking current and consistent earnings. Furthermore, while
cash flow may be of primary importance to the owners of a private
company, earnings per share is more important for public compa-
nies.96 In light of the pressures created by public ownership, it is
not surprising that analysis of successful IPO candidates places a
premium upon managerial strength and experience in the "public
environment."
Disclosure. The disclosure requirements imposed upon a pub-
lic company may result in the publication of sensitive information
regarding management compensation and related transactions, and
may significantly impact the preexisting salaries, fringe benefits and
96. Obviously, the ability of non-affiliated persons to purchase shares of the issuer in the
public market leads to the possibility of an unwanted, or "hostile," acquisition of a control-
ling interest in the issuer. It is possible to insert so-called "shark repellent" measures in the
issuer's charter documents prior to the IPO (eg., "supermajority" voting provisions, "stag-
gered" board of directors and "blank check" preferred stock, to name a few), but many
underwriters will discourage this apparent "hurdle" to full liquidity for the non-affiliated
investor community and some state securities administrators will seek to prohibit or limit the
offering of securities in their states by an issuer which has adopted such provisions.
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other arrangements between the issuer and insiders. In addition,
the issuer will be required to disclose proprietary information re-
garding key customers and marketing and operating methods.
Many companies believe that information about their gross mar-
gins, sales and earnings by product lines in geographic regions, and
research and development expenses, all of which is required under
the SEC's financial disclosure requirements, may provide competi-
tors with important and potentially damaging information.9 7
Financial and Other Costs of Administrative Compliance. As-
suming that the offering is completed, the issuer will be exposed to
significantly higher administrative costs relating to SEC reporting
requirements, including the preparation of audited financial state-
ments, as well as the new relationships that must be formed and
maintained with public shareholders, regulatory staff and the in-
vestment community. These costs include ongoing transfer agent
services, increased legal and accounting services, and expenses relat-
ing to larger shareholder meetings, public relations and administra-
tion fees. Also, in the event that the enterprise must undergo a
change in organizational structure- e.g., from partnership to cor-
porate form - in preparation for the IPO, additional reorganiza-
tion expenses may be incurred which may also involve a loss of
certain tax benefits previously available to equity investors.
In addition to the financial costs, management will be required
to devote a significant amount of its time to public relations and
relationships with analysts, investment bankers and shareholders,
which time will decrease the resources available to operating the
business of the issuer. For example, management will need to allow
time to review the periodic financial filings that must be made with
the SEC and which are widely disseminated in the financial press.
Also, it will be necessary to prepare for interviews and presentations
to the investment community during the year, particularly at re-
search analyst sessions where questions will be posed by those pro-
fessionals charged with assessing the near-term earnings
performance of the issuer.
Dilution of Control and Redirection of Firm Objectives. An
IPO will result in immediate dilution of the shareholdings of man-
agement and current shareholders and may, in the long run, expose
management to an enhanced risk of losing control of the enterprise
or even an unfriendly takeover from third parties. Any antitake-
97. With respect to disclosures, see also New York Stock Exchange Company Manual
Pts. I and II; American Stock Exchange Company Guide Part 4, §§ 401-405; and the NASD
By-Laws, Schedule D, Part II(B)(3)(b), NASD Manual (CCH) 1653A at 1139-40.
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over devices utilized by public companies will be subject to the scru-
tiny and review of the investment community, which typically is
more interested in their ability to realize the benefits to their finan-
cial investment of an attractive outside offer than in preserving ex-
isting management. The foregoing also demarks a change in the
stakeholder focus of the issuer, in that the interests of employee
groups and the community within which the business is operated
are transformed by the demands for consistently improving finan-
cial performance from the public shareholders.
Conditions to the Offering. The registration process in various
merit review states may require that insiders agree to the imposition
of significant restraints upon the issuer and/or its prior sharehold-
ers, especially if there have been significant issuances of securities at
a price far below that of the proposed IPO price; if management and
the managing underwriter have entered into an agreement whereby
the managing underwriter is to receive warrants or options for sig-
nificant amounts of shares; if the selling expenses are deemed to be
excessive; if the public shareholders will be subjected to significant
dilution; or if past management practices (such as loans and
favorable transactions) are disclosed in the course of the registration
process. Also, "promoters' shares" or "cheap stock" may be sub-
jected to escrow conditions, future issuances of options may be cir-
cumscribed and various "insider transactions," such as loans, will
be "undone" (ie., repaid or rescheduled) as a condition to qualify-
ing the offering.
6. Finally, what elements of the broader political, legal,
regulatory, social, economic and technological
environments are likely to impact the
formulation of the issuer's business strategies
in the years to come?
A good deal of the analysis regarding the issuer takes the form
of a microeconomic assessment of demand, supply and competitive
pressures within a given industry or set of markets. However, the
issuer's strategies must operate within a variety of "macrosystems,"
each of which can have a significant impact on the manner in which
firms compete and customers make their purchasing decisions. Ac-
cordingly, the issuer should "search" each of the aforementioned
environments to identify any significant policy issues which, in
some respect, may affect its business decisions.
For example, social and political attitudes regarding the level
of health care costs in the United States certainly play an important
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role in assessing the prospects for future profit and growth in the
pharmaceutical area. Also, general economic conditions will dic-
tate the level of disposable income and the ability of potential con-
sumers to purchase the goods and services to be made available by
the issuer. Finally, catastrophic events, such as the outbreak of hos-
tilities in the Middle East, will materially impact the domestic econ-
omy as well as potential markets overseas.
VI. UTILIZING THE ISSUER'S STRATEGIC ADVANTAGES IN THE
IPO MARKETING PROCESS
Once the issuer has organized all of the information necessary
to properly describe its own beliefs about itself, its customers, its
competitors and the planning environment in which it operates,
management should seek the assistance of the managing under-
writer in developing a statement of the issuer's strategic mission for
inclusion in the prospectus. The four main elements of the plan
identified above should be the focus of discussions between manage-
ment and any prospective managing underwriter which occur prior
to the commencement of the preparation of the offering documents.
Any lapse or "problem" uncovered during the course of those dis-
cussions should be the subject of intense scrutiny and may, in fact,
be an indication that the offering should be delayed until such time
as appropriate remedial measures have been taken.9" Assuming
that management and the managing underwriter are reasonably sat-
isfied with the potential viability of the IPO following the comple-
tion of the issuer's business plan, it is then time to turn to the
formulation and use of the contents of the plan in the drafting of the
prospectus and the overall marketing of the issuer and the offering.
The first part of this section describes the process of developing the
business strategy statement to be included in the prospectus. There-
after, attention turns to the presentation of potential risk factors
and, finally, to the drafting of the MD&A, that portion of the pro-
spectus which provides the best opportunity for integrating a dis-
cussion of the financial and non-financial aspects of the operation of
the issuer's business.
98. Requiring that the issuer develop a strategic business plan will provide the manag-
ing underwriter with a good sense of the capabilities and temperament of management, in-
cluding their ability to explain their function and the roles of other key managers, the
presence or absence of a consensus amongst management with regard to the significant risks
associated with the issuer's business and prospects, the timing of significant product and mar-
keting milestones and any other factors that are necessary for the issuer to establish the ap-
propriate niche in the marketplace.
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A. Development of the Description of the Issuer's Business
The most important non-financial element of the IPO prospec-
tus is the detailed description of the issuer's business. The issuer is
not only required to address the requirements with respect to dis-
closure which are set forth in the registration forms and in Regula-
tion S-K, it must also be able to formulate and communicate to the
investment community a coherent statement of the issuer's business
strategy, including a recognition of the issuer's strategic advantages,
a knowledge of the proven needs of the issuer's customer base for its
products and services, an understanding of the basis upon which
other companies will seek to compete with the issuer in the market-
place and, finally, a statement of the manner in which the issuer's
strategic advantage will be utilized to insure sufficient profitability
for the issuer to satisfy the needs of the issuer's new customer base:
the members of the investment community.
Using the information gathered in the due diligence process
and in the course of preparing the issuer's strategic plan, manage-
ment, the managing underwriter, legal counsel and the accountants
should be able to piece together the story of the issuer's business
and prospects in substantially the following manner and order:
Introduction. The first paragraph in the business description in
the prospectus should briefly describe the activities of the issuer and
the major industry segments in which the issuer competes or pro-
poses to compete in the future. Reference should be made to the
current products and services of the issuer, including the manner in
which such products and services are delivered to the relevant mar-
kets, and any plans for future development and expansion of the
business.99 If possible, reference should be made to the issuer's own
particular strategic advantage with respect to the manufacture and
distribution of its products. Finally, any significant financial mile-
stones should also be mentioned, such as a material increase in dol-
lar or unit sales.
Industry Overview. It" is important to provide the prospective
investor with the issuer's own sense of the industry in which it oper-
ates, its historical evolution" and perceived future trends, as well
as the role that the issuer is expected to play within the industry.
99. It is particularly important to describe the issuer's overall business strategy, particu.
larly when the operating history of the issuer is especially brief or significant future develop-
ments are necessary for the ultimate realization of its long-term business objectives.
100. For example, a company engaged in a technology-driven industry characterized by




Accordingly, the issuer should provide a general overview of each
of its industry segments and the various business, commercial and
social problems 0 1 which the industry, and the issuer in particular,
is seeking to address in the conduct of its business activities. For
example, a health care company might attempt to describe the
breadth and severity of the particular health problems which the
issuer feels will support a market for its products. Also, with re-
spect to each market "problem," reference should be made to the
various "solutions" that may have been offered by existing products
and services.
If necessary, significant industry definitions and classifications
should be introduced to the reader at this point, and the reader
should be given a sense of the development of the industry and its
technology, the needs and demands of the base of customers, pric-
ing and costing characteristics in the industry, future trends regard-
ing the overall size of the industry and any changes in the markets
and applications for the issuer's products and technology. Finally,
even though it may otherwise be covered in the discussion of "com-
petition," it is important to state initially the "basis for competi-
tion" within the industry and the various factors (e.g., cost,
manufacturing efficiencies, product reliability, technology, breadth
of products, capacity, capital, distribution or service) which the is-
suer believes may influence competition within the industry in the
future.
Manner of Competition. Following the brief introduction to
the issuer's industry, it is then necessary to concentrate upon a care-
ful explanation of the various functional activities that must be
completed in order to achieve profitability in the industry and, most
importantly, the relative competence of the issuer in each of the
specified areas. Key functional activities include research and de-
velopment, product and process technology, procurement and sup-
pliers, production and manufacturing, sales and distribution, service
and support, human resources, finance and general management
expertise.102
101. If possible, the issuer should attempt to identify any external factors which may
impact the businesses of the issuer, its customers or its competitors in the future. For exam-
ple, an attempt should be made to anticipate sudden "shocks" with regard to natural resource
availability or regional political changes which might impact the supply of labor or the availa-
bility of markets. In those cases, even when the direct impact on the issuer is slight, such
changes may significantly alter the manner in which competitors seek to market their prod-
ucts and services.
102. For the high technology issuer, it is often appropriate to provide a general explana-
tion of the revelant technology in the product area, including a summary of past develop-
ments and the manner in which the issuer seeks to differentiate its efforts in the technology
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Products and Product Strategy. In this section, the issuer
should clearly and concisely articulate its strategies regarding the
development of specified products and services. In particular, the
issuer's disclosures should focus upon material aspects of its prod-
ucts and services, 1°3 characteristics which distinguish the issuer's
products and services from those offered by its competitors and, if
appropriate, a historical description of the development and intro-
duction of the issuer's products and services. Also, reference should
be made to the issuer's research and development projects, includ-
ing the manner in which the issuer's products were developed or
acquired.
The product strategy statement should clearly state the issuer's
business objectives and the manner in which they will be pursued in
the marketplace. If possible, the description of the strategies with
respect to the pursuit of those objectives should be linked to the
issuer's overall financial condition and the use of proceeds from the
offering. In addition, any significant risks associated with the strat-
egy should be referenced in the discussion of risk factors which ap-
pears in the prospectus. Finally, the various "strategic success
factors" within the market should be clearly explained and, hope-
fully, related to the issuer's own product strategies.
area from those of its current and potential competitors. It is not necessary at this point to
present a long or detailed discussion of intellectual property rights, which should be discussed
later in the general business description. However, the reader should be provided with some
sense of the evolution of the industry's products and the expectations of the customers in the
marketplace. In many cases, a separate section, entitled "Technology," will be included near
the front portion of the general business discussion. The section would include a description
of the historical evolution of the relevant technology, various approaches to recognizing and
satisfying customer needs and, if appropriate, the perceived problems with existing products
and technology which may have led the issuer to enter the specific market. It is important to
strike a balance between technical detail and readability, although the investment community
has developed a good deal of sophistication regarding the analysis of scientific research and
development, often engaging experts in one or more technical areas.
103. The issuer should describe each of its principal products, perhaps utilizing some
form of tabular presentation which reflects various applications, models, marketing status
and the percentage of revenues in the most recent fiscal year. Key competitive characteristics
of each of the current products should be presented in great detail, as well as facts pertinent
to an understanding of the prior evolution and development of such products. Product list-
ings can be subdivided by application or market focus, provided that the presentation does
not unnecessarily duplicate prior disclosures, and include appropriate financial segment infor-
mation. Proposed products should be consistent with the issuer product strategy. Develop-
mental efforts should be clearly explained, including the various technical, distribution and
regulatory "hurdles" that must be overcome for the proposed products to be brought to
market. Also, a description of the proposed markets and applications for the new products,
and their effect upon existing products, should be included. Finally, separate service offerings
of the issuer should be described, including the effect that such offerings have upon the is-
suer's requirements regarding human resources and facilities.
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Several different approaches can be used in the course of
describing the issuer's product strategies. For example, an issuer
may be seeking development through new technologies, the im-
provement of production efficiencies, cost reductions, quality en-
hancements or the creation of reliable documentation. While these
strategies focus on the production process, another issuer may be
focusing upon extending its existing product lines and developing
new distribution channels through joint ventures, reciprocal devel-
opment agreements and other strategies which are designed to facil-
itate the acquisition and distribution of new products. Allied
strategies might also include enhancements to existing products,
warranties and service capabilities.
Manufacturing and Production. Depending upon the nature of
its business, manufacturing and production can be an important
component of the issuer's ability to promptly bring its products to
market and fulfill the demands of the customers. The section
should begin with an explanation of the manufacturing process and
the definition of the crucial components thereof. In particular, at-
tention should be paid to the following matters: facilities, testing
production line arrangements, packaging, raw materials and gov-
ernment regulations with respect to environmental and quality con-
trol matters. Also, research and development relating to
manufacturing processes and technologies should be explained, as
well as any dependence on vendors or suppliers.
If "backlog" is important in the context of the issuer's industry
and production processes, appropriate disclosures should be made.
The amount of the backlog, and any significant customers included
in the backlog, should be discussed and any plans which the issuer
might have to correct the situation should also be set forth. If the
backlog may not be representative of actual sales for any succeeding
period due to customer changes in delivery schedules or cancella-
tions, disclosure should be made regarding scheduling and booking
practices within the industry. In many cases, the rate of booking
new orders varies from month to month and the release of shipping
dates and quantities against purchase orders may also fluctuate over
time. 1 4
104. The discussion of backlog in the prospectus presents a number of difficult issues
regarding the appropriate definition of backlog and the internal accounting procedures that
should be used in calculating the amount of any backlog figures. Given the uncertainties
involved, issuers should proceed with caution in this area, although in those cases where the
value of the issuer lies in its future orders and prospects, as opposed to historical sales trends,
it will be quite tempting to include favorable estimates of future sales as reflected in various
orders. Although it is preferable from a securities law perspective to only include firm orders
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Marketing, Distribution and Customers. The issuer's ability to
identify the markets and customers for its products, and to develop
the proper distribution channels for introducing those products to
those markets, is the focus of the description in this section. A typi-
cal introductory paragraph would include a listing of those markets
which the issuer has identified as targets for the sale of their prod-
ucts; the significant "needs," in terms of product and service char-
acteristics and the manner of delivery, of the projected customers;
the appropriate "uses" for the issuer's products; and the various
applications for the issuer's products. Clearly, significant customer
relationships should be identified, including all customers which ac-
count for 10% or more of net product sales. Thereafter, reference
should be made to the distribution channels, be they direct sales or
indirect sales through OEMs, VARs and systems integrators. Sale
commissions and compensation should also be discussed.
Significant sales and distribution agreements should be dis-
cussed in detail, including the term of the agreement, any minimum
quantity of products that must be purchased, the number of prod-
ucts purchased to date under the agreement, ordering procedures,
any agreement with respect to scheduling, increasing or decreasing
the amount of orders, charges for changes in delivery and product
mix, and any agreement whereby the distributor could acquire the
right to manufacture products. In the event that distributors meet
significant competition themselves, this should be discussed, as
should any factors which might effect the distributor's own cus-
tomer base or product strategies.
Finally, the issuer's own internal sales and marketing organiza-
tion should be described, including such things as the number of
members of the issuer's sales force, the location and coverage of the
issuer's sales offices, trade show and print advertising strategies, ser-
vice and technical support capability and warranty terms and cover-
age. Should the issuer be planning any significant modification in
its marketing strategies, perhaps through the engagement of a third-
party marketing partner, it should be discussed in this section.
Competition. Disclosures regarding competition begin a series
of sections dealing with the issuer's external environment and non-
product related resources. Typically, the registrant should discuss
the following items:
as part of the backlog figure, other issues to be addressed include time of shipment, cancella-
tion and product return experience, the differences between released and non-released back-
log, concentration of backlog among certain products or customers, and concentration of
backlog among business segments.
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1. The historical development of competition within the indus-
try, including any cyclical variations and pricing factors, in
order to provide the reader with a sense of the environment
in which the issuer must develop, produce and distribute its
products or services.
2. The identity of specific competitors should be disclosed, as
well as the basis upon which such entities compete with the
issuer. If competition exists with respect to specific prod-
ucts, it should be identified in that manner. Remember that
competition may come from specialized firms, as well as
from larger companies with divisions capable of competing
in the industry.
3. Future competitors, and the resources which they will bring
to the marketplace, should be identified.
4. The principal elements of competition, including price, per-
formance, product quality and reliability, financial stability,
adherence to standards, marketing, distribution, technical
resources, production capacity and manufacturing efficien-
cies and production yields.
5. The issuer should explain how effectively it is able to com-
pete with respect to the elements of competition referred to
above, and any plans to improve the issuer's performance
should be explained. Any competitive disadvantage with re-
spect to the issuer due to the lack of breadth in its product
line or otherwise should also be explained.
6. If the issuer expects significant changes in the competitive
environment in the future, the nature of those changes
should be explained and any plans for remaining competitive
should be discussed. These might include additional plans to
lower manufacturing costs, introduce new products and im-
prove production yields.
The issuer should consider appropriate cross-references to "Risk
Factors" within the "Competition" discussion.
Government Regulation. The development, testing and mar-
keting of an issuer's products may be subject to regulation by a vari-
ety of federal, state, local and foreign agencies. Such agencies,
including the Food and Drug Administration and the U. S. Depart-
ment of Health and Human Services in the case of pharmaceutical
and biotechnology companies, regulate the product introduction,
advertising, manufacturing, labeling, distribution and record-keep-
ing activities and practices of industry participants. Typically,
before a product can be marketed it must go through a number of
stages of preclinical studies and testing. The issuer should describe
the stages of premarketing development and identify where each of
the issuer's current and developing products stand in the process.
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An attempt should also be made to describe the issuer's views as to
how the regulatory process will evolve over time and the effect that
any transition might have on the issuer.
Intellectual Property. The "Competition" section will indicate
whether or not patents and trademarks, copyrights or other forms
of proprietary technology are considered to be important factors in
the issuer's industry. Important factors with respect to disclosures
relating to intellectual property would include the following:
1. Does the issuer possess any significant patent, trademark or
copyright rights? How important will these rights be in pro-
viding future competitive protection? In some cases, the is-
suer will indicate that it believes that intellectual property
rights are of less significance in its industry than such factors
as innovative skill and the technological experience of its
personnel. If that is the case, a description of the issuer's
unique human resources in the technology area is appropri-
ate, as well as the issuer strategies to protect its proprietary
technologies.
2. What licensing arrangements have been made by the issuer,
on what terms, and how important are they to the technical
position of the registrant? In particular, a description of the
scope of the license in terms of exclusivity, geographic area
and scope of products and technology should be included.
Technology licenses from and to the issuer normally play a sig-
nificant role in the early development of an issuer involved in a
technology-driven business. Licensing may provide an appropriate
vehicle for introducing the issuer's products into new geographic
and vertical markets, however the issuer must be prepared to sacri-
fice a portion of its autonomy with respect to future decisions re-
garding the sale and distribution of its products. Pertinent issues
include the stream of royalties from the license, the ability of the
issuer to grant a series of non-exclusive licenses to insure proper
coverage of a particular market and any obligation that the issuer
might have to extend additional rights to one or more of its histori-
cal licensees.
Research and Development. Research and development activi-
ties may have been discussed in the context of the issuer's future
products. Disclosures should cover the following items:
1. The amount of technological change which has occurred
within the industry in the past and the direction of emerging
technology which the issuer believes will dominate competi-
tion within the industry in the future.
2. The issuer's principal research and development activities
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and the type of product development efforts which have been
undertaken in the past.
3. Any research and development activities devoted to improv-
ing the issuer's process technology.
4. Any research and development activities aimed at enhancing
existing product offerings and developing new offerings
based on advanced technologies.
5. The amount of research and development expenses and any
independently financed research and development contracts,
including research and development partnerships.
Properties and Facilities. As noted above, disclosures regarding
the issuer's properties and facilities are specifically required under
Regulation S-K. Typical descriptions will refer to the issuer's prin-
cipal business and manufacturing facilities, the amount of square
footage and degree of utilization, plans for future expansion and a
statement as to whether or not such facilities are properly main-
tained and adequate for their purposes. Significant lease arrange-
ments should also be included. Once again, the location of the
issuer's properties and facilities may have an effect its ability to at-
tract and maintain its pool of human resources, utilize university
research facilities and rapidly move its finished goods and products
into the distribution channel.
Human Resources. The issuer's human resources may have al-
ready been discussed in the context of "Competition," "Intellectual
Property," and "Research and Development." Basic disclosure will
include the number of employees, including a breakdown of the
number of employees active in the areas of marketing and sales,
research and development, engineering, manufacturing, production
and facilities support and general management, including finance
and administration. Any plans for hiring additional personnel in
particular areas should be disclosed, particularly as they relate to
strategic plans for product development and distribution which
might have already been discussed. Significant factors relating to
the recruitment and retention of key personnel should also be in-
cluded in the discussion.
A significant aspect of an issuer's human resources are the
skills and experience of its management team. However, the pro-
spectus typically contains very little information that can provide
the investment community with a sense of the specific characteris-
tics that tend to lead to a performance advantage. Accordingly, the
issuer should look to other avenues to "market" the capabilities of
its managers. For example, preoffering marketing should include
wide exposure of the issuer's executives in the relevant business and
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trade publications. Moreover, the road show presentations during
the waiting period provide a good opportunity to showcase the abil-
ity of the issuer's managers to articulate a sound and focused busi-
ness strategy with regard to the issuer.
Legal Proceedings. The issuer is to disclose with respect to any
material pending legal proceeding, other than routine litigation inci-
dental to its business, the date on which the proceeding was initi-
ated, the court or agency in which it is pending, the principal
parties thereto, the factual basis alleged to underlie the proceeding,
and the relief sought. There is no express requirement that
threatened litigation be disclosed other than with respect to pro-
ceedings known to be contemplated by governmental authorities. It
is, nonetheless, necessary in many instances to disclose threatened
litigation and, possibly, unasserted claims.
Once the initial draft of the business section has been com-
pleted, the participants should insure that it contains a clear and
concise description of the manner in which the issuer will satisfy
customer needs by using its own strategic advantages such that its
products and services are differentiated from those of its competi-
tors in a manner that is favorably perceived by the marketplace and
which sustains sufficient levels of profitability for the issuer. In ad-
dition to the description of the business, the issuer should relate its
strategies to the management and financial characteristics which are
perceived to be of importance to the investment community.' 0 5
B. Focusing on "Risk Factors"
Having completed a description of the issuer's business strat-
egy and its own unique strengths within the competitive environ-
ment, it should now be a relatively easy task to turn to a
consideration of the "risk factors" that may be relevant to the issuer
and its ability to attain its business objectives. Specifically, some or
all of the following items should be considered for further explana-
tion in the prospectus:
Financial Risks. One of the most typical risks for the IPO can-
didate arises from the issuer's limited operating history, which may
include a prior record of operating losses or recent adverse trends in
sales, earnings, margins and backlog. In such cases, the prospectus
105. In particular, the participants should carefully review the characteristics of a "suita-
ble" IPO candidate and attempt to relate the strengths of the issuer to the identified needs of
the investment community. For example, characteristics of the issuer's business and industry
should be compared to those factors cited by investors as indicative of future growth and
profitability.
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should discuss whether or not the issuer's historical financial results
are relevant to a consideration of its future prospects. Moreover, as
discussed below in the context of preparing the MD&A, risks asso-
ciated with the issuer's future liquidity"°6 and ability to meet its ob-
ligations with respect to any fixed obligations should also be
described, as should the effect of any covenants under existing
credit arrangements which might inhibit the issuer's future opera-
tions and flexibility.
Product Development Risks. The IPO candidate may not yet
have a "track-record" of commercially accepted products and serv-
ices. Accordingly, an effort should be made to identify any market
and/or product development uncertainties, including the time pe-
riod and costs required to achieve commercial success. For exam-
ple, are the needs of the marketplace sufficiently defined so as to
insure acceptance of the issuer's new products? Alternatively, is the
issuer's success dependent upon its ability to develop or acquire new
products in the future? In those cases where the issuer has already
completed the development of one product, attention must be paid
to whether or not that product can fully support the issuer as it
seeks to develop new and additional products.
Technological Risks. Technological uncertainties can affect the
issuer's ability to complete its product development efforts on a
timely basis"'7 as well as the likelihood that the issuer can achieve
and maintain an advantage based on its research activities and ob-
tain legal protection with respect to its technology and related intel-
lectual property rights. Moreover, research can often prove to be
very costly, particularly in those industries which are subject to sig-
nificant government regulations and approvals, and the issuer must
be certain of its ability to obtain the funds necessary to complete
any required projects.
Production and Distribution Risks. A significant risk associ-
ated with the actual distribution of the issuer's products is its reli-
ance upon one or more customers, since the loss of a major
customer may have a material adverse effect upon the issuer's finan-
cial situation as well as its overall image and perception in the mar-
106. Particular risks might include poor cash flow from operations, high "debt-equity"
ratio, substantial near-term debt and/or lease obligations, substantial near-term capital ex-
penditure requirements, the need for future financing to fund acquisitions and working capi-
tal requirements, significant contingent liabilities, and the issuer's ability to obtain financing
through credit facilities.
107. For example, significant risks may exist with respect to the obsolescence of the is-
suer's products due to new or competing technologies.
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ketplace.108 Also, as noted above, the issuer may be dependent
upon one or more key suppliers, licensors, researchers or distribu-
tors'09 with respect to its products and, therefore, attention should
be paid to the consequences of any disruption or termination of
those relationships. "0 Finally, to the extent that the issuer is in-
volved in foreign distribution activities, any particular risks associ-
ated with activities in foreign markets should be discussed.
Regulatory Risks. Is the issuer subject to regulatory risks
which could affect its products, marketing efforts, pricing strategies,
service routes or areas and the timing of product introduction? An-
titrust considerations are certainly important in those situations
where the issuer is expected to be a dominant firm in a definable
market area or may wish to conduct cooperative research and de-
velopment activities. However, more importantly with respect to
IPO candidates in the health care and biotechnology industries is
the effect of the various regulatory approvals necessary to com-
mence testing and distribution of various products. As noted above,
an effort should be made to explain any relevant regulatory proce-
dures in the business section of the prospectus. Also, to the extent
that foreign firms which might compete with the issuer are subject
to different regulatory procedures which might impact the time re-
quired to bring their products to market, these procedures should
be noted.
Competitive Risks. Competitive uncertainties are of tremen-
dous importance in analyzing the prospects of any IPO candidate.
The issuer should candidly assess whether or not it lacks one or
more significant production functions or support services which
might be necessary to effectively compete in the marketplace or to
realize the expected breadth and volume of distribution of its prod-
ucts. Moreover, it is no longer sufficient for the emerging IPO can-
didate to merely take note of the uncertainties with respect to
108. For example, many IPO candidates in the high technology area will enter into long-
term sales agreements with larger customers. However, in those cases where there are no
minimum purchase requirements, the customer is in a position to make certain product strat-
egies, including the acquisition of competing product lines or businesses, which might ad-
versely impact the issuer. Moreover, the existence of a large customer may affect the overall
seasonal and periodic trends with respect to sales and revenues of the issuer.
109. The concentrated use of indirect sales agents, such as OEMs and VARs, will make
the issuer heavily dependent upon the resale efforts of such agents and may impede the is-
suers ability to generate sales to new customers.
110. Also, even in those cases where the issuer is not dependent upon the services of
others with respect to production of its products, attention must be given to the adequacy of
the issuer's own production factors: aging of its plant and equipment, excess production
capacities, expansion/obsolescence factors and the issuer's continuing ability to compete on
the basis of cost.
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competition from "larger" competitors."' The IPO issuers should
carefully analyze the direction from which competition might come
and any plans that it might have to establish a countervailing
advantage. 112
Management and Employee Risks. A number of key risks and
uncertainties are associated with the issuer's dependence on the
skills and availability of one or more key managers and employees,
the issuer's ability to recruit and retain qualified employees"' and
the operational experience of the issuer's current management to
provide the leadership necessary to manage a growing company in
the issuer's industry. Again, this risk factor tends to be included
without a great deal of thought to the issuer's own plans regarding
recruitment of key employees. An attempt should be made to un-
derstand the issuer's future plans with regard to available cash and
equity compensation for new employees, including the effect of fu-
ture financing and expansion efforts." 4
Litigation Risks. For the high technology IPO candidate, ac-
tual or threatened litigation regarding material elements of its tech-
nology portfolio or asserted intellectual property rights can be
disastrous, severely impairing the viability of the proposed offering
and significantly depleting its financial assets. For example, com-
petitors may assert that rights used by the issuer infringe upon their
technology rights or, alternatively, that the technology actually
arose out of the activities of current employees of the issuer who
111. Among the various risks factors are industry dominance by one or more competi-
tors, which might impede the ability of smaller firms to establish pricing factors or the mode
of competition; recent changes in industry characteristics, such as deregulation, consolidation
or a reduction in the number of competitors; and the impact of pending legislation with
respect to such things as taxes, trade laws or removal of competitive barriers.
112. Also, the effect that new competition might have on existing competitors should be
taken into account.
113. An unusual phenomenon amongst some high technology firms relates to the aver-
sion that many employees and managers might have to working for a company that they
believe to be too "big." Often the IPO brings uncertainties to entrepreneurial scientists and
engineers if it is accompanied by expansion that dilutes the attraction of the small or "incuba-
tor-sized" firm. The due diligence process can provide participants with a sense of employee
attitudes toward growth and expansion, as well as management plans to avert any significant
defections. Objective measures regarding the possibility of losing key employees include a
review of vesting schedules and key employee agreements.
114. Other risk factors associated with human resources include such things as the age of
management personnel, the lack of employment contracts, significant recent changes in man-
agement, other time commitments of management, adverse background factors (eg., prior
business failures, pending litigation and securities law violations), and potential conflicts of
interest, many of which must be disclosed pursuant to the disclosure requirements of Regula-
tion S-K.
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had previously worked at the competitive firm. 115
Environmental Risks. Consistent with the notion that the is-
suer should conduct an overall "scanning" of its competitive envi-
ronment, no risk factor section would be complete without an
attempt to discern those uncertainties which might arise out of gen-
eral social, political and economic conditions. For example, long-
term trends with respect to the nation's health care payment system
might have a significant effect upon the pricing structure for issuers
involved in the health care industry. Also, political uncertainties in
foreign markets might adversely affect the issuer's ability to obtain
reliable low-cost labor for its future manufacturing activities. If
these risks are known and have been factored into overall business
planning, consideration must be give6i to mentioning them in the
prospectus.
For the IPO candidate in the high technology area, it is most
common to find risk factor concerns with respect to the dependence
on one or more key customers or suppliers, fluctuating revenues,
dependence upon outside distribution channels, product develop-
ment risks, competitive and technological uncertainties and depen-
dence on key personnel. However, the foregoing list is not intended
to be all-inclusive and while reference should be made to disclosures
of issuers involved in the same industry, it remains important to
focus upon those factors which will provide the most "balanced"
presentation with respect to the specific issuer in the context of pre-
paring the prospectus.
C. Management's Discussion and Analysis
Perhaps the most meaningful portion of the prospectus other
than the financial statements, the business summary and the de-
scription of any risk factors, is the MD&A, which includes a narra-
tive discussion of such things as the results of operations, liquidity,
capital resources, and the impact of inflation." 6 The MD&A brings
the financial and non-financial portions of the registration statement
together, and the SEC has stated: "The management discussion
gives the registrant an unusual opportunity to articulate its objec-
115. In some cases, the issuer will simply state that participants in a given industry are
subject to a good deal of uncertainty regarding litigation with respect to claims of ownership
over new or emerging technologies, particularly in those areas, such as biotechnology, where
the state of the law regarding the legal rights of various commercial firms is far from settled.
However, such a general disclaimer may no longer be sufficient given the significant risks
associated with litigation regarding infringement of existing rights or misappropriation of
technology.
116. Regulation S-K, Item 303.
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tives and financial policies; to describe where it is headed and how it
hopes to get there; and to establish and maintain credibility. In-
cluded in the management discussion should be factors about the
particular business which management is in the best position to
know. For each business, there is a limited set of critical variables
which presents the pulse of the business."' "17
Interestingly, the approach which the SEC advocates for the
preparation of the MD&A is most similar to the overall strategic
business planning framework described in this article. For example,
the issuer is admonished to focus upon its overall business objec-
tives and manner in which it hopes to attain those objectives. More-
over, the "critical variables" refer not so much to the elements of
the value chain but to those measures of performance that provide
the investment community with an objective means of assessing the
issuer's ability to meet its stated business goals. While the instruc-
tions for preparation of the MD&A in Item 303 of Regulation S-K
are somewhat self-explanatory, care must be taken to insure that the
following items have been considered and adequately explored:
1. Will the issuer be able to generate sufficient cash or
other working capital to fund the ongoing
operations of the business, including known
material fixed commitments for capital
expenditures or any future plans with regard to debt
repayments, capital expansion or acquisitions and
divestitures?
The issuer should identify any trends, demands, commitments,
events or uncertainties that are both presently known to manage-
ment and reasonably likely to have a material effect on the issuer's
short-term and long-term liquidity. Obviously, this discussion
should reference to all of the issuer's sources of cash following the
offering, including the proceeds of the offering itself and any work-
ing capital that might be available under banking arrangements. In
the case of an IPO issuer, specific comment should be made on the
issuer's ability to adequately meet its cash needs over the first 12 to
24 months following the offering. Also, any material covenants
which continue to exist under banking arrangements after the IPO
should be referenced.
In those cases where the issuer has made a commitment with
respect to capital expenditures, the issuer should identify the gen-
117. Release No. 33-6176 (Jan.15, 1980), [1980 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 82,442.
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eral purpose of the commitment, the anticipated source of funds to
fulfill the commitment, significant balloon payments or other pay-
ments due on longterm obligations arising out of the commitment
and any off-balance-sheet financing items. Most importantly, if a
material deficiency is identified due to the inability of the issuer to
generate sufficient liquidity to meet its fixed commitment obliga-
tions, the deficiency should be disclosed and the issuer should indi-
cate the course of action that has been taken, or is proposed to be
taken, to remedy the deficiency or, if no remedial action has been
taken, the issuer should indicate that it either has not decided on a
remedy or that it is currently unable to address the deficiency.
If the description of the issuer's business includes a reference to
any future plans relating to the acquisition of new businesses or
other assets, the MD&A should refer to the manner in which the
issuer proposes to fund such an acquisition."' It may be that the
issuer expects adequate funding to be available through cash gener-
ated from operations and existing credit lines. However, if it may
be necessary for the issuer to undertake still another offering of its
securities in the foreseeable future, such information will be impor-
tant to the investment community in assessing the future value of its
commitment.
2. Identify the key performance indicators relating to
the issuer's overall financial condition and results
of operation and explain, to the extent
necessary, the reasons for any material
changes in those indicators from year-to-year.
Each industry, as well as every firm therein, has one or more
financial indicitors that are considered important measures of over-
all performance. The issuer should carefully analyze its historical
performance with respect to those items." 9 Moreover, each mate-
rial financial statement line item, such as net sales or revenues,
should be analyzed in light of any changes which might have oc-
118. Note that where disclosure is not otherwise required or has not yet been made, the
MD&A need not contain a discussion of the impact of preliminary merger negotiations when,
in the issuer's view, inclusion of such information would jeopardize the completion of the
transaction. However, an IPO issuer should seriously consider whether or not the offering
should be undertaken if it contemplates being involved in serious merger discussions during
the period prior to the expected offering date.
119. The issuer should include a discussion of any expected adverse trends that might
impact performance within the entire industry, such as changes in material, labor and energy
costs, and the manner in which such changes might affect the issuer in a manner that differs
from the experience of its competitors.
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curred on a year-to-year basis and during any interim periods. 120
For example, if there has been an increase in the level of revenues,
the issuer should indicate whether such changes are attributable to
changes in prices and, if so, the effect of inflation thereon, to in-
creases in the volume of sales or to the introduction of new
products.
3. Identify and describe any unusual or infrequent
events or transactions with respect to the issuer
which may not be indicative of future
operations.
For example, the issuer should discuss the impact of discontin-
ued operations and extraordinary gains and losses when these items
have had, or are reasonably likely to have, a material effect on the
issuer's reported or future financial condition or results of opera-
tions. Correspondingly, an attempt should be made to provide for-
ward looking information and to disclose events known to
management which, although not specifically required as part of the
disclosure, will materially affect future operating results of the is-
suer. The emphasis in this discussion should be upon events that
have not regularly occurred in the past or events which, if they hap-
pen, will materially alter some aspect of the issuer upon which prior
financial results have been based (e.g., loss of a major customer).
4. Consider what, if any, aspects of the issuer's own
internal forecasts with respect to future financial
results might be relevant for inclusion in the
MD&A.
Concerns regarding the use of projections and forecasts in the
prospectus have already been noted. However, it will be extremely
useful to consider the issuer's own internal forecasts regarding fu-
ture trends with respect to revenues, expenses, cash flow and other
key indicators of performance, particularly if they are expected to
differ significantly from any historical measures. In addition, it will
be helpful to analyze the issuer's assumptions regarding such things
as the projected average annual real growth in GNP and average
rate of inflation, foreign exchange rates, acquisitions and divesti-
120. Interim disclosures are particularly important when the issuer is in its rapid growth
phase and has just recently turned profitable. In those situations, it may be appropriate to
break the narrative discussion in the MD&A into quarterly segments in order to assist inves-
tors in examining the various trends that might continue into future quarters after the offer-
ing. Interim disclosures also permit the issuer to identify any seasonal aspects to its financial
performance.
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tures, financing strategies, dividends, tax rates and the timing of
such dilutive events as the exercise of stock options or the conver-
sion of outstanding debentures.
The MD&A is, along with the brief description of the issuer's
business which appears on the summary page of the prospectus, the
most difficult part of the prospectus to draft. The issuer must con-
cern itself with intense scrutiny of the disclosures by the SEC,"' as
well as the exceptional interest of members of the investment com-
munity. Narrative comparisons of line items in the financial state-
ments are no longer an appropriate response to Item 303 of
Regulation S-K and management, counsel, underwriters and ac-
countants should insure that the MD&A is properly drafted and
reflects a strategic planning outlook which is consistent with past
practice and the balance of the disclosures in the prospectus.
VII. CONCLUSION
The exercise of preparing a strategic business plan at the time
of the IPO is clearly intended to facilitate the drafting of the pro-
spectus in a manner that conveys the strategic advantages which the
issuer brings to its day-to-day marketplace and which, if successful,
will bring growth and profitability to the issuer and appreciation in
the value of the offered securities. However, the process of "posi-
tioning" the issuer and creating and enhancing its public image
should begin well in advance of the IPO. Moreover, the issuer is
probably better able to effectively "market" those strategic advan-
tages which are most valued by the investment community, such as
the skills and experience of management, outside of the constraints
of the prospectus, provided that the distinction drawn by Section 5
of the Securities Act between information and solicitation is
respected.
Obviously, an issuer which is intent on eventually undertaking
an IPO must remain cognizant of the various restrictions, as ex-
plained above, which are placed upon public relations activities
121. In Release No. 33-6349 (Sept. 28, 1981), Fed. Sec. L. Rep. (CCH) 1 72,321, the
SEC extensively discussed the MD&A and included a number of useful examples of accepta-
ble presentations in a variety of areas. While a review of these examples, as well as the
presentations made by other companies in the same industry, can be useful in identifying
important matters for inclusion in the MD&A, the SEC has also noted that "good MD&A
disclosure for one registrant is not necessarily good MD&A disclosure for another." Release
Nos. 33-6835; 34-26831; IC, 16961; FR-36, an extensive release on the MD&A issued in May
1989, should also be carefully reviewed by an issuer preparing its initial registration state-




under the federal securities laws. To that end, counsel should con-
tinuously advise management on the subject of "gun-jumping," in-
cluding the judicial interpretations and interpretative releases on
the subject which have been released over the years. However,
nothing contained therein should prohibit the issuer from seeking to
develop and manage its image within the general business commu-
nity; provided that such activities remain compatible with the ulti-
mate timetable for the public offering.12 2
For example, through product advertising and various other
types of promotion, the issuer should try to develop significant
name recognition amongst editors in the business press, industry
analysts, brokers and various specialty publications well in advance
of the IPO. This type of recognition usually complements parallel
efforts aimed at customers, suppliers and potential employees.
Management may also consult and retain a professional financial
public relations firm and almost certainly should attend various
trade shows, technical conferences and trade association meetings
and develop a mailing network for press releases and other perti-
nent information about the issuer.
Moreover, assuming that the issuer is able to identify one or
more strategic advantages in the course of preparing its strategic
business plan, the following additional steps would appear to be
consistent with the manner in which the investment community will
otherwise assess the issuer:
1. Develop apre-offering marketing campaign, including one or
more of the components referred to above, designed to build
the issuer's image around the perceived strategic advan-
tages.1 23 Make sure that the issuer is already "positioned"
before the prospectus is drafted and distributed, since it
might then be too late to overcome other "externals." In
122. Naturally, it is difficult to identify the precise moment when an issuer has seriously
begun consideration of a prospective public offering. Once the issuer is "in registration," that
period which begins when serious negotiations have been completed with the prospective
managing underwriters, material increases in public relations activities should be avoided.
However, existing levels of advertising may be continued, so long as no reference is made to
the offering. Therefore, a gradual "ramp-up" of advertising expenditures in the period before
serious consideration of the offering begins may be useful.
123. The content of the preoffering marketing campaign should be designed in consulta-
tion with counsel to insure that the activities are not deemed to be solicitation activities. As
noted above, any reference to the offering should be avoided and the focus should be on
providing an appropriate level of factual information regarding the issuer to the general busi-
ness community. With regard to the marketing aspects of the IPO, see Howard D. Sterling,
"Deciding to Go Public: The Importance of the Intangible Factors," "Going and Being Pub-
lic As A Marketing Tool," and "Capital Raising: Modem Graphics Are Necessary" in How
to Prepare An Initial Public Offering 1989, P.L.I. No. 656 (1989).
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drafting the prospectus, discuss the issuer's strategic advan-
tages in light of the known areas of concern of the invest-
ment community concerning the business of the issuer.
2. Understand the significance of "comparables" and past fi-
nancial performance, but work hard to overcome any
"downside" which those variables might create by distin-
guishing the issuer and its future prospects and illustrating
how past performance may have fit within the issuer's origi-
nal strategic objectives and timetable. Use the exercise of
identifying the issuer's strategic advantages as an opportu-
nity to understand the overall industry framework and to an-
ticipate market characteristics which might influence the
investment community's perception thereof.
3. Attempt to market the issuer's management and investment
backers. Like it or not, the ability and willingness of those
persons to communicate an aura of competence and confi-
dence to the investment community is often far more impor-
tant than product or technical concepts, which can only be
explained to investors with great difficulty. The actual dis-
closures regarding management and current shareholders in
the prospectus will be relatively summary in nature, thus it is
important for an image to be formed prior to, and outside of,
the offering process.
4. Insist that the managing underwriter demonstrate its ability
to understand the issuer and its industry. Shy away from
investment bankers who insist that selling is a matter of tim-
ing and "connections"; those factors are just too ephemeral.
Investors do look to the stature and reputation of the manag-
ing underwriter.
5. Finally, recognize that the best disclosure is "full disclo-
sure." Litigation arises when the prospectus is less than can-
did as to uncertainties and risks, and suits are usually filed
after the event in question has already otherwise deterred the
issuer from its operational progress. The preparation of the
IPO prospectus is part of a long-term marketing effort and
the developing public company will have the opportunity to
continue to address in the business enviroment changes
through its future Exchange Act reports. The purpose of the
initial disclosure is to establish the framework for effectively
communicating with the business community for years to
come.
The IPO marks the beginning of a drastic and largely irrevers-
ible change in the manner in which the prospective public company
conducts its internal affairs and formulates its external business
strategies. As such, the tendency of the securities bar to focus upon
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potential risks and liabilities with respect to compliance with regu-
latory disclosure requirements is to be understood. However, this
article is intended to suggest that what is often considered to be a
regulatory "nightmare" can actually be completed in a manner
which complements the issuer's underlying skills and strategic busi-
ness plan and its ability to devise appropriate marketing informa-
tion for the competitive securities market.

